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THE FEDERAL BUDGET* 


HON. PAUL H. DOUGLAS 
U. S. Senator, Illinois 


I 


For the current fiscal year ending June 30, 1950, the federal 
government will expend at least 43.5 billion dollars and may indeed 
spend something over 44 billions. This is about 19 per cent of the 
net national income of about 220 billion dollars and 17 per cent 
of the gross national product of 250 billions. At the same time 
the government will take in not more than 38 billion dollars and 
quite possibly less, since the total receipts up to December 21 were 
only 16.8 billions, and may, indeed, fall as low as 37 billions of 
dollars for the year. We therefore face a current deficit of from 
5.5 to 7 billion dollars. 


Before we start to draw conclusions, however, concerning the 
wisdom or lack of wisdom of this situation or the problems which 
are presented for the next fiscal year of 1950-51, it is desirable 
to look at the amounts which the federal government is spending 
for the main purposes. 


1. First come expenditures directly incurred as a result of past 
wars. These include interest on the $257 billions of debt, financed 
at the extraordinarily low average rate of about 2.2 per cent, but 
totalling approximately $5.5 billions a year. To this should be 
added liberal expenditures for veterans, which will amount to 
about 6 billions, making a total of about $11.5 billions for past 
wars. 


2. So far as preparation against future wars is concerned, we 
will spend about $15 billions for the armed services and for stock- 
piling strategic materials. Another $1.4 billions will go to help 
re-arm the democracies of Western Europe and for aid, primarily 
military in character, to Greece and Turkey. Since the approxi- 
mately one billion dollars which will be spent by the Atomic 
Energy Commission will be military rather than civilian in char- 
acter, we are therefore spending nearly $17.5 billions in order to 
prepare ourselves against potential aggression and threats to the 
peace. 


3. But since the present “cold war” is economic as well as mili- 
tary in character, we must buoy up the economies of Western 
* This paper was delivered before a joint meeting of the American Finance 


Association and American Economic Association in New York City on De- 
cember 28, 1949. 
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Europe and meet the costs of occupation in Germany and Japan. 
We will spend for these purposes something over 5 billion dollars. 
In all, therefore, we are spending approximately 34 billions, or 77 
per cent of total government expenditures, either as a result of 
past wars or to prepare ourselves more effectively against future 
wars. If our federal expenditures and federal taxes are very high, 
as they are, it is because we live in a warfare world rather than 
in a welfare state. 


4. Of the approximately 10 billions, or 23 per cent of the total 
budget, which will be spent for all other purposes, about $2 billions 
or around 5 per cent of the total will probably be used to help 
maintain the guaranteed level of farm prices. In return, the 
federal government will take title to large quantities of wheat, 
corn, tobacco, and cotton and will store and give away to the needy 
considerable amounts of perishable goods such as potatoes and 
eggs. Actual total outlays for welfare purposes, including federal 
contributions for assistance to the aged, for dependent children, 
etc., for health and hospitals, for housing, and for education will 
amount to about $2.2 billion or another 5 per cent of the total. If 
we add the amounts expended in unemployment compensation 
and old-age insurance benefits, this total will be increased by from 
$1.5 billion to $2 billion. Somewhere between 1.2 and 1.5 billions, 
or between 3 and 314 per cent of the total will be expended on 
public works and the conservation of natural resources. 


It will, therefore, be seen that the federal government is being 
forced by pressure of events and of public opinion to assume heavy 
burdens. Thus we are bearing the postwar costs of the costliest 
war in human history, preparing to defend ourselves militarily 
against a mighty power which seems determined to overthrow or 
undermine democracy wherever it can, and extending aid in a 
generous and unprecedented fashion to our sister democracies who 
stand with us in their opposition to the police state. At the same 
time, we are seeking to maintain farm incomes at a high level; 
developing our natural resources of water and trying to conserve 
our soil; protecting the aged and the unemployed; starting to 
clear the worst of the slums and to build decent housing for 
810,000 low income families; and making a beginning in building 
hospitals and carrying on medical research. 


In addition we should recognize that the states and localities 
will probably be spending not far from 20 billion dollars during 
the current year for schools, roads, water, fire, police and health 
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protection, for the care and relief of the unfortunate, and for the 
ordinary expenses of justice and administration. On all levels of 
government, from the localities up to and including the federal 
government, we will, therefore, spend about 64 billions. This is 
25 per cent of the gross national product and about 29 per cent of 
the net national income. It is 50 per cent more than was the total 
national income only 16 short years ago. 


In short, we are seeking in the costly modern age to do what 
the constitutional fathers told us to do, namely to “establish 
justice, insure domestic tranquility, provide for the common 
defense and promote the generai welfare.” 


I happen to believe that the purposes of our expenditures are 
worthy, necessary, and in the main well spent. But the burden 
is indeed heavy and we are able to bear it only because of the 
tremendous increase in productivity and in our national income 
which in money terms has increased over five times since 1933 
and which in real terms has at least doubled. But surely we are 
at least approaching the ceiling of what government as such should 
proportionately take from the private incomes of the community 
and it is time that we should deal realistically with the problems 
which are presented. 


There is little or nothing more that can be done about the cur- 
rent fiscal year. The appropriations have been made and the pro- 
grams are under way. But we can do something about the coming 
fiscal year of 1950-51. There are strong pressures at work in the 
country not merely to keep the budget at its present figure of 
around 44 billion dollars, but to raise it to at least 45 billions. We 
shall, therefore, need the active co-operation of the Executive, of 
Congress, and perhaps most of all, of the general public if we are 
not to have a further deficit of from 5 to 6 billion dollars for 
1950-51. 


II 


At the same time, we seem to be emerging from the recession 
of the last year. Production is going up and is now probably 10 
points above October. Unemployment is decreasing and now 
amounts to about 314 millions or around 6% per cent of the non- 
agricultural working force. While business forecasts are ex- 
tremely dangerous, the signs point toward continued revival for 
some time with little evidence of a possible collapse in sight. In 
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the light of these conditions, the question naturally arises as to 
whether we should change our budgetary policy and, if so, how. 


The effects of an appreciable government deficit in a period of 
business revival and prosperity are well known. The deficit will 
be met by borrowing and this borrowing will be primarily from 
the banks, which will create credit to make the loans and which 
will increase the total stock of money offered for goods. If unem- 
ployment is down to the minimum caused by seasonal and trans- 
itional factors, which in this country is probably between 4 and 
5 per cent or from 2 million to 214 million of the non-agricultural 
working force, then the addition of this money does not add to 
total employment or total production. It merely bids up the aver- 
age level of prices and diverts resources from the production of 
goods from private to public purposes. The rise in prices will of 
course have its familiar consequences. It will eat into fixed in- 
comes, including those of the aged. It will increase the cost of 
government probably more rapidly than the rise in revenues. It 
will widen profit margins, stimulate the speculative buying of 
goods, and hence drive up prices still further and provoke indus- 
trial strife as workers seek to have wage levels keep pace with 
rising prices. 


In spite of the common recognition of these consequences, I 
think I can detect advance rumblings of a double-headed argument 
which we are likely to hear a great deal about during the next 
half year. It is first that as long as unemployment is above the 
irreducible minimum which some set at from 2 to 214 million, but 
which the advocates of this theory are likely to fix as low as a 
million and a half, governmental deficits are necessary and desir- 
able as a means of creating an additional demand for goods to put 
unemployed labor and unutilized capital equipment to work. The 
second argument is that we should not fear the accumulation of 
public debt since: (a) we will merely owe it to ourselves and (b) 
in any event the rise of national income and the fall of the interest 
rate have kept the percentage of the national income used for debt 
service low, namely at about 214 per cent of net national income 
or 2% per cent of gross national product. 


In dealing with the first argument, what we need to consider is 
by how much we would need to increase the current deficit in 
order to keep unemployment down to the minimum goal which the 
believers in deficit financing are likely to fix ever lower and lower. 
While it is difficult to draw hard and fast conclusions on this 
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point, it seems probable that, as we get down toward the bedrock 
minimum, larger and larger doses of public expenditures are re- 
quired to absorb additional numbers of the unemployed. The added 
monetary purchasing power would therefore only be devoted in 
part to putting the unemployed to work. A large part of it would 
also spill over into a price rise. How much of a price increase this 
would be for each increment of 100,000 workers or so employed 
is something which we do not know. But that there would be some 
increase is virtually certain — and possibly this might be quite 
large. Against the additional workers employed would have to be 
set the loss of real income by the aged living on pensions and fixed 
incomes and the general unstabilizing influence of inflation. 


It should also be recognized that the major part of the present 
unemployed have not been out of work for long. Thus in October 
of this year when there were about 3.6 million unemployed, only 
1.6 million had been out of work for more than a month and 2 
million had been out of work for less than a month.1 The major 
portion of those out of work may therefore still be regarded as 
transitionally unemployed. 


If we mean to adopt the standard that we should have govern- 
ment deficits as long as unemployment is above 3 per cent, we 
will, I am afraid, commit ourselves to a perpetual policy of deficit 
financing, and if we take 4 or even 5 per cent as our standard, we 
will in all probability be committed to deficit financing for the vast 
proportion of years except when there is such inflation from non- 
governmental sources as to give the same result which we fear. 
The federal government may well act to keep unemployment down 
this low by such method as providing information on the location 
of surplus and deficit labor areas, but there is a limit to the value 
of using deficit financing to solve this problem. 


In short, if we adopt deficit financing as a means of driving un- 
employment down to 3 or 4 per cent, we may expect, I believe, a 
slow inflationary pressure upon the economy, with all the evils which 
this brings. If to this is added inflationary pressures coming from 
business monopoly, wage demands in excess of productivity in- 
creases, and from other non-governmental sources there will, of 
course, be an intensified pressure toward price increases. Whether 
these can be offset by great production gains and by the historic 


1 See Bureau of the Census Monthly Report on the Labor Force, Series P 57, 
No. 89, (November, 1949), p. 10, Table 9. 
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tendency of war-inflated prices subsequently to fall is, of course, 
an open question. 


What, then, would be the long-time consequences of such a 
growth in the public debt? Many of the earlier fears have been 
proved groundless. If we had been told in 1939 that the public 
debt would rise to over 250 billions of dollars in ten short years, 
I imagine that nearly all of us would have had sleepless nights 
and would have feared for the financial stability of the country. 
But this burden, as I have said, has in practice turned out not to 
be excessive. The 214 per cent of the net national income which 
we are transferring for interest on government securities com- 
pares very favorably with the approximately 7 per cent which the 
British paid out in 1815 at the conclusion of the Napoleonic Wars 
and again in 1924, or five years after the end of World War I. 
But if the public debt increases more rapidly than national income, 
we shall be still further decreasing the net proportionate income 
paid to persons on the basis of effort and thus further weakening 
purely economic incentives. Furthermore, I am still enough of a 
Puritan to believe that in peacetime any absolute increase in the 
public debt should only be incurred for purposes which increase 
the true productive powers of the nation, whether these be in ma- 
terial resources such as dams and power projects, or in the height- 
ened productive powers of the people, rather than for current out- 
lays whose effect is transient. Finally, in a world characterized by 
a cold war which may at any time break out into a shooting war, 
and in a world from which the fear of a further great depression 
has not yet been banished, and which, if either materializes, will 
create great governmental deficits, we should prudently keep some 
reserve capacities for such great catastrophes. A wise military 
commander always holds reserves for great emergencies and one 
of the first lessons which combat commanders must learn is not 
to commit these reserves prematurely. 


My own conclusion from all this is that, while confessedly our 
reason is an imperfect torch with which to light the immediate 
path ahead, on the whole it is prudent to at least balance the 
budget for the fiscal year 1950-51 and to do so by reducing ex- 
penditures to $39 billion if it can be done, as I believe it can, rather 
than by increasing the rate of taxation. 


It is here, however, that I part company with many, and per- 
haps most of my fellow budget-balancers and fellow members of 
the so-called “economy bloc.” Many of these gentlemen would 
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seek to balance the budget by eliminating or greatly reducing the 
services which the federal government performs. In particular, 
the eyes of these men seem to gleam with especial intensity when 
they come to the so-called welfare functions of the federal govern- 
ment, which as we have seen, comprise but a relatively small frac- 
tion of total federal spending. I would try instead to balance the 
budget by eliminating wastes in administration and in unneeded 
subsidies rather than by reducing services. I happen to believe 
that government should be concerned with human welfare. That 
is what Jefferson believed when he wrote of man’s inalienable 
right to “the pursuit of happiness” the furtherance of which was 
one of the purposes of government. It was explicitly stated to be 
one of the purposes of the loose government set up under the 
Articles of Confederation. It was again reaffirmed as one of the 
six fundamental aims of our government in the Preamble of the 
Constitution and was made a direct power of Congress in Article 
I, Section 8. It is what Lincoln meant when he spoke at Gettys- 
burg of our government as being not only of and by, but also for 
the people. 
III 


But it is not enough to try to give general advice showing the 
need for economy. It is even more necessary to find the places 
where these cuts can properly be made. After working for over 
a year on the federal budget, I have come to some fairly detailed 
proposals which should save a total of about 5.4 billion dollars. 
These reductions can be made in the following places 


A. ARMED SERVICES — $2,000 MILLION 


Anyone who has been in the armed services knows at first hand 
the waste of supplies, the excessive number of civilian employees, 
and the heavy overstaffing of headquarters units from the regi- 
mental level on up through the higher echelons. President Tru- 
man and Secretary Johnson deserve a great deal of credit for the 
resolute way in which they are trying to eliminate this waste. The 
number of civilian employees is being reduced by about 139,000; 
reforms are being introduced in the supply agencies; and in gen- 
eral the services are receiving a much needed shakedown. It was 
apparently planned to cut this part of the budget by $2.0 billion, 
but recent authoritative press comments seem to indicate that this 
goal has now been lowered to $1.5 billion.2 I would suggest that 


2 When the budget was presented on January 9, 1950, this was the cut below 
appropriations for 1949-50. 
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Congress and the public should co-operate with the Executive in 
order that we may reach the original figure. 


B. FOREIGN AID — $750 MILLION 


It has always been the purpose of the Marshall Plan to taper 
off the grants to the Western democracies as they more and more 
begin to get on their feet. Congress appropriated $3.75 billion for 
the ECA this last year and the economic recovery of Europe has 
been such that this sum can safely be decreased for 1950-51. A 
cut of $750 million to a total of 3.0 billion would seem to be safe. 


I should, however, like to warn against the dangers of an exces- 
sive cut in the ECA appropriations. We are engaged in a mighty 
struggle with the Russians as to whether we can prevent democ- 
racy from being crushed out by the police state. We have thus 
far checked the westward spread of Communism and greatly re- 
duced its appeal to the working classes and intellectuals. This has 
been done by the help given through the Marshall Plan and by the 
North Atlantic Pact and the Military Aid Program. But Western 
Europe is still in a delicate state of balance and sharp cuts in the 
supplies of food, raw materials, and machinery might set back 
their recovery and undo a lot of the good which has been done. For 
this reason, severe cuts of from 1.5 to 2.0 billion dollars, which 
are now being proposed by opponents of ECA are, in my judg- 
ment, altogether too severe and would do more harm than good. 


It is also probable that occupation costs in Germany and Japan 
can also be reduced. In view, however, of the need to re-equip the 
armies of Western Europe, to help southeastern Asia resist Com- 
munism, and to make a modest beginning in bringing the aid out- 
lined in Point IV of President Truman’s program to the unde- 
veloped areas of the world, I would prefer to see such savings 
transferred to these purposes rather than take the form of an out- 
right cut in the budget itself. 


C. ECONOMIES IN THE CIVILIAN BUDGET — $2,650 MILLION 


When civilian administrators have been accused of tolerating 
waste in their branches of government, their common reply has 
been “If you want to save, turn your attention to the military — 
that’s where the real wastes lie.” 


These pleas to look somewhere else cannot be made now that 
President Truman and Secretary Johnson are really cutting out 
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most of the fat from the military budget. We should face the fact 
frankly that there are great wastes and unneeded subsidies in the 
civilian as well as the military budget. If we are to be fiscally sol- 
vent, we must be unsparing in cutting out these wastes as well. 
We should be able to cut the civilian budget by $2,650 million in 
the following ways: 


1. Elimination of postal subsidies — $400 million — During 
the last fiscal year 1948-49, the deficit in the Post Office Depart- 
ment amounted to $550 million. About $150 million of this took 
the form of unpaid services performed by the Post Office for other 
governmental agencies for which the private users of the mails 
should not be asked to pay. About $73 million of this was for 
franked government mail, of which only $1.1 million was due to 
Congressional mailings. Furnishing office space, janitorial service, 
heat and light to other government agencies took another $50 
million and the remainder went for air mail subsidies in excess 
of adequate costs. 


But what about the remaining deficit of $400 million? First- 
class or ordinary mail more than paid its way. Postmaster General 
Donaldson estimates that in 1948-49, it cost the government $247 
million to move second-class mail, i.e., newspapers and magazines, 
for which the Department received only $40 million in postage. 
The subsidy to the newspapers and magazines of the country 
amounted therefore to about $200 million. Mr. Donaldson also 
estimated that the loss on third-class mail (unsealed advertising 
matter) was over $120 million, and on fourth-class matter (parcel 
post) over $80 million. We had hoped that the deficit caused by 
the postal subsidies would be reduced this year, but due in part 
to the fact that the clerks and carriers were given appreciable pay 
increases, the postal deficit for the current year of 1949-50 prom- 
ises to be even greater. 


It is ironical that the newspapers and magazines which almost 
uniformly demand government economies and a balanced budget 
should be receiving one of the biggest of all subsidies. If we really 
mean business, we should so increase rates as to remove these sub- 
sidies or at the very least reduce them to small dimensions. The 
newspapers and magazines would do more for the cause of sound 
finance by coming forward and asking that this subsidy which 
3 From testimony of Jesse M. Donaldson, Postmaster General of the United 

States, before a subcommittee of the Senate Committee on Post Office and 


Civil Service, Hearings on adjustment of Postal Rates, March 14, 1949, 
p. 4. 
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favors them so greatly be removed then they could do by writing 
so many editorials that if laid endwise they would reach from 
Eastport to San Diego. I am still hoping that this support may be 
forthcoming. The direct-mail advertisers who take the huge sub- 
sidy on third-class mail are also commonly strong opponents of 
subsidies in general, as are the leading officers of the big mail- 
order houses. Thus far, to put it mildly, these gentlemen have not 
been strong supporters of removing the subsidies from which 
they themselves profit. 


These various groups advance four main arguments against 
increasing the postal rates on their type of mail: (1) that the 
postal system of cost accounting is so poor that the deficit figures 
which have been given are unreliable; (2) that the inefficiencies 
of the Post Office should be removed before rates are increased; 
(3) that their type of postal matter is educational and hence needs 
to be subsidized; (4) that since so many other groups are being 
subsidized by the government, it is, therefore, proper for them to 
be subsidized also. 


Let us deal with these contentions in order. There are perhaps 
inaccuracies in the postal accounting system, although it has been 
in operation for many years and is subject to outside scrutiny and 
audit. But even at the worst, errors in the figures could not ac- 
count for the major part of the apparent loss. For as we have 
shown, estimated costs were over six times the revenue. This is 
indeed shown by a study of the rates themselves. 


The efficiency of the Post-Office is in general fairly high but 
it could be improved. Many rural routes which were sufficiently 
long in the horse and buggy days are too short for the automo- 
bile age and could be consolidated with no loss of efficiency. The 
use of bicycles could also speed up the delivery of mail in the cities 
and improvements could be made in the sorting of mail. Such 
savings as these are, however, contemplated in proposals which 
I shall make later in this article on the reduction of personnel. 
Even if this is done, however, the losses on these types of mail 
will be very heavy. 


It is also, of course, true that men and women need newspapers 
and magazines for information and education. I would not greatly 
object to some subsidies if this were all that newspapers and maga- 
zines did. Even here, however, it would be better if as established 
commercial ventures they stood on their own feet. But these 
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periodicals are also advertising vehicles and really make their 
money by selling advertising space. During 1948, the weeklies, 
Life and Time, sold respectively 77 and 24 million dollars of adver- 
tising while the Saturday Evening Post and the Ladies’ Home 
Journal sold 62 and 25 millions respectively. There were, indeed, 
no less than 21 magazines whose advertising revenues were above 
5 millions for the year.* Our present postal rates, therefore, largely 
subsidize the advertisers and the sale of advertising space. I see 
no good reason for this. The public money can be spent for better 
purposes. It is proper to have the rates on second-class matter 
graduated according to the proportion of advertising matter which 
they contain, but in the interest of federal economy and a balanced 
budget, the subsidy as a whole should be eliminated. 


The case is even stronger in the case of unsealed advertising 
circulars (third-class) and parcel post (fourth-class). With the 
single exception of books the educational content in these types 
of mail is extremely low. They should pay their way. 


The final argument that we should not discontinue such subsi- 
dies until we have eliminated all others is in itself virtually a con- 
fession of guilt. For it is seldom possible to remove all abuses at 
once and if we cannot do away with one until we do away with all, 
we will never do away with any. 


2. Reduction of government personnel of from 8 to 10 per cent 
— $550 Million — There is no doubt that there is a large degree 
of overstaffing in the civilian as well as the military branches of 
government. This is the result of very natural causes. In the first 
place, virtually all executives in private as well as in public employ 
want to have large staffs around and under them. They think 
their own work is so extremely important that they need many 
co-workers to carry it out. Then too a large staff feeds the sense 
of self-importance of the executive and gratifies his ego. In private 
business, however, this tendency is at least partially restrained by 
the profit motive. If there is overstaffing which either brings 
losses or reduces profits, the private administrator is likely to be 
questioned rather severely by the members of the board of direc- 
tors or even by the stockholders. In public service, however, no 
such check operates. The men who inflate the staffs do not pay the 
bills. The community of interest among the public administrators 
prevents self-discipline and there is a general tendency toward 
a mutual covering up of faults. The restraints which private busi- 


¢ Figures from Advertising Age, February 28, 1949. 
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ness imposes upon the egomania of executives are, therefore, 
largely absent in government. 


There are, indeed, direct economic incentives for public execu- 
tives to pad their forces. While the Civil Service Commission will 
undoubtedly deny the charge which I am about to make and while 
there are no explicit printed rules to support it, it is nevertheless 
a fact that in many units, sections, divisions, and bureaus, execu- 
tives are promoted in the Civil Service grades largely according 
to the number of persons they have under them. This furnishes 
a powerful economic incentive for administrators to build empires 
in order to raise their status and their standard of living. This 
tendency toward overstaffing is, therefore, multiplicative and, as 
in military life, it tends to become more and more pronounced as 
one moves upward through the successive echelons. 


A major surgical amputation is, therefore, needed for the civil- 
ian branches of government similar to that which is now being 
put into effect in the military. In all probability decisive action 
will have to be taken by Congress to clear up these abuses. This 
prospect seems to throw shivers down the backs of the believers 
in the “administrative” state who want instead to have all these 
matters left to the Bureau of the Budget. I have a great respect 
for the Bureau of the Budget. I know it is manned in the main by 
competent and hard-working men. The Bureau does an excellent 
job in presenting the annual budget, and it would be impossible 
for us to transact our business without it. But it is also true that 
over the postwar years, the Bureau has also shown itself either 
unable or unwilling to effect any real reduction in personnel and 
has permitted the general overstaffing to continue. From my 
experience in Washington, I am inclined to believe there is almost 
as much fellow-feeling between civilian administrators as there is 
between the graduates of West Point and of Annapolis, and that 
it is equally impossible for them to reform themselves. On the 
basis of a considerable amount of study, I have, therefore, come 
to the conclusion that Congress should order a cut in total civilian 
personnel averaging from 8 to 10 per cent. May I emphasize the 
fact that this is a proposed average and not a uniform cut for 
every agency? There are some agencies, notably those regulatory 
bodies which are most anxious to protect the public interest, which 
are understaffed. But these are the exceptions. 


Since the civilian payroll amounts to about $6 billions, such a 
cut would save about $550 million. It could be effected, moreover, 
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without inflicting undue hardship by the simple device of not fill- 
ing all the vacancies which occur and balancing the force through 
transfers. Thus, about 5 per cent of the federal employees die or 
retire each year and another 7 per cent are released because of the 
termination of temporary jobs. In addition about 14 per cent vol- 
untarily quit.5 By the simple device of filling only half of the 
vacancies, the force could be reduced by the end of the fiscal year 
by about 13 per cent, while the average cut for the year as a whole 
would be about 7 per cent. Then, in addition, the agencies should 
be asked to discharge the least efficient 2 per cent of their per- 
sonnel. To help administer this, appeals for non-veterans could 
be limited to the head of the echelon immediately above that in 
which the employee is engaged. No curtailment of appeal rights is 
proposed for veterans. In this way, the force could be reduced 
by about 9 per cent during the fiscal year 1950-51, while the reduc- 
tion for 1951-52 would actually be as much as 15 per cent. I am 
confident that the cleansing of the payrolls in this manner, and 
to this extent, would not lessen, but would, indeed, increase the 
efficiency of our government bureaus. It is vitally important to 
do this, and there is no better time than the present. 


3. Reduction of excessive leave provisions — $100 million — 
Government employees are given 26 working days off each year as 
vacation leave, and are allowed up to 15 days a year with pay as 
sick leave. In addition, they are given 8 holidays, and there are 
commonly around 4 days a year in which they are freed from work 
because of ceremonies, excessive heat, etc. Since government 
agencies operate on a 5-day week, this means that about 53 days, 
or over 10 weeks, can be subtracted from the maximum legal work- 
ing year of 260 days, leaving about 207 actual required working 
days. The average government working day is 8 hours, but in 
Washington, up to 30 minutes each day is given to employees for 
“coffee time,” so that in practice only a 714 hour day is often 
actually worked. This means that the average number of legal 
hours worked in a year can be 1,553. Since the average time taken 
for sick leave is 8 days, rather than the maximum of 15, in prac- 
tice the average will be nearer 1600 hours. This is 300 hours 
less than the 1900 which is considered a very liberal standard in 
private industry. 


There are, of course, a certain number of men in the govern- 
ment who voluntarily work much more than this, many of whom 


5See John W. Mitchell, “Personnel Turnover in the Federal Service,” Per- 
sonnel Administration (September, 1949), pp. 10-11. 
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are actually working themselves into a state of exhaustion. All 
honor and credit to these men and women who deserve well of 
their country. But even the most ardent defender of the bureau- 
cracy would admit that these are the exceptions. They are the 
sturdy and dedicated spirits who survive against the strong cur- 
rents toward laxness which government employment seems to 
bring. In the aggregate, the excess hours which these men and 
women work is probably more than offset by the general slowing 
down and in some cases the actual stoppage of work as the after- 
noon closing hour approaches. 


It should be remembered that the government in other respects 
is also doing extremely well by its public servants. Salary levels 
have been raised so that they are now in the main quite liberal in 
comparison with the scales of private industry. During this last 
Congress, we provided for no less than 600 positions with salaries 
above $10,000 a year, and thus rewarded ability and responsibility. 
The retirement system is liberal. The workers have security, and 
are protected against business depressions and capricious discrim- 
ination by their superiors. Compensation for accidents on the job 
is as liberal as that in the most progressive states. By giving to 
workers the right to accumulate unused vacation credits up to a 
total of 60 days, employees are given a cushion when they lose or 
leave their jobs. Since they can draw “leave on leave” this cushion 
can, indeed, amount to nearly 67 days’ pay or a full three months. 
Similarly, the ability to accumulate annual sick leave up to 90 
days, provides protection up to at least four months. 


Now I want the government to be a liberal employer and to be 
generous in its treatment of its workers. But it should not allow 
employees to exploit the taxpayers and the community to obtain 
undue privileges. The present system of granting 26 days of 
annual vacation leave is such an excessive privilege. When it was 
first begun, government agencies worked a six-day week, and the 
system provided a month’s vacation, but now that the govern- 
ment works a 5-day week, it is the equivalent of 514 weeks of vaca- 
tion. Indeed, by including the initial weekend, this can become 
nearly a 6-week vacation. I know of no private business which 
gives such a long vacation, except college teaching where faculty 
members are expected to do research, and I see no justification 
for it. If we reduced this to an average of 20 days we would pre- 
serve the original intent of a month’s leave. Vacation leave 
might indeed be varied according to length of service with em- 
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ployees with one to three years’ seniority receiving 2 week’s leave, 
those with from three to five years’ service, 3 weeks, and those 
with more than five years would receive the full four weeks. These 
provisions would reflect the most liberal vacation allowances given 
to employees by private industry.® 


In a similar way, the maximum sick leave in any one year could 
be reduced from 15 to 12 or 13 days, and thus preserve the original 
intent of granting 214 weeks for this purpose. 


Reforms of this character (removing at the same time the pres- 
ent discrimination in those matters against postal employees) 
would save $100 million a year. They should be effected. 


4. Reduction of appropriations for rivers, harbors and flood 
control — $300 million. — These appropriations are under the 
heading of the “Civil Functions of the Army.” They are, however, 
the old rivers and harbors; or “pork barrel,” bill in modern dress. 
They are built up primarily by coalitions of interest along the 
lower reaches of our rivers and on the seacost. Some of the 
projects are worthy. Many are not. To the degree that they are 
desirable, they can be better carried out in periods of depression 
and high unemployment. Great savings can be made here and 
the present appropriation of $670 millions can eb reduced for 
1950-51 by $300 million. 


5. Slowing up the rate of construction of roads and dams — 
$150 million.—In a period of comparatively full employment, we 
should slow down our rate of constructing roads and building 
dams. While those projects may often be worthwhile, we should 
decrease them in a period when we need to curtail government 
expenditures. During the current year we will spend over 900 
million for these and, while there are wartime arrearages on roads, 
it would seem that a reduction of 150 million for 1950-51 would 
be prudent. 


6. Elimination or reduction of subsidies on silver, flax, pota- 
toes, etc. — $200 million.— We are now spending about $33 
million a year to buy silver which is not needed as an addition to 
the nation’s monetary supply. We shall similarly be spending 
large sums to buy up flax when we already have huge quantities of 
its by-product, linseed oil, in government storage. The potato sub- 
6 Comprehensive data on vacation allowances in private industry were not 


available, but selected studies were made by the National Industrial Confer- 
ence Board which appeared in Management Record for February, 1949. 
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sidy has developed into a scandal for two years in succession. 
There is no basic justification for these and certain other sub- 
sidies, and we should be able to save $200 million at a minimum. 
We may, indeed, be able to save more. 


7. Economies from adoption of important recommendations of 
the Hoover Commission — $150 million. — The Hoover Commis- 
sion in the main contented itself with recommending clearer group- 
ings of functions and more definite lines of responsibility and 
authority. It, therefore, primarily dealt with organization charts 
rather than with specific methods for saving money. These charts 
are important, but more important is the will to save on the part 
of both administrator and Congress. With this will, a great deal 
of waste can be cut out, even if the grouping of functions is over- 
lapping and diffused. Without it, even the best set of organiza- 
tion charts will not give real savings. 


Two proposals of the Hoover Commission, do, however, open 
the way to appreciable economies: (1) the proposed consolida- 
tion of all the engineering functions of the government into one 
agency, preferably in the Department of the Interior, and (2) 
the recommended consolidation of all agencies dealing with trans- 
portation and communication into one body so that the problems 
of railroads, shipping, airlines, roads, and possibly the air waves, 
can be brought together under one general head. It is not unreas- 
onable to believe that total annual savings of around $150 million 
could be effected by such measures. 


8. Reduction in amounts to extend the lending power of Federal 
National Mortgage Association — $800 million. — The institution 
which has grown in recent months like the beanstalk in “Jack, the 
Giant Killer” has been the Federal National Mortgage Associa- 
tion, familiarly known as “Fanny May.” This institution was 
originally intended to be an intermediary for FHA and Veterans 
Administration loans and to help out in periods of depression. It 
was instituted at the request of the private mortgage loan indus- 
try. It has developed, however, into a dumping ground for loans 
on veterans’ and FHA housing which, though guaranteed as to 
principal, private banks are unwilling for one reason or another 
to hold. Up to the end of November, 1949, FNMA had loaned 
approximately $1.6 billion and additional loans were being made 
at the rate of around $125 million a month. It is expected that the 
requested rate for 1950-51 will be nearly as great or somewhere 
around $1 billion. 
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Now, by congressional decision, such loans are treated as cur- 
rent operating expenditures although, if we were to follow stan- 
dard accounting procedure for private business, they would be 
listed as capital investments. 


Pending further analysis of the proper role of FNMA, it would 
seem wise at least to slow down the rate of growth of this institu- 
tion and by adjustments of the interest rate or otherwise seek to 
have private lending institutions assume more of the loan. This 
is particularly desirable in view of the fact that building workers 
are rather fully employed and that large additional credits for 
these purposes would either inflate the already too high cost struc- 
ture of building or prevent needed cost reductions. I suggest, 
therefore, that the amounts extended for such purposes be reduced 
by $800 millions. 


The suggested savings over the 1949-50 figures which have been 
outlined total $5.4 billion. This would bring the national expendi- 
tures for 1950-51 down to about 38 billion. Since business condi- 
tions for 1950-51 should, with the same tax rates, yield revenues at 
least 244 per cent greater than those for 1948-49, this would mean 
that receipts should be close to $29 billion.7 This would not only 
eliminate the defiicit but should show a surplus of a billion. 


Perhaps half of this should be earmarked for added expenses 
connected with federal aid for education, the beginnings of Point 
Four for the backward areas of the world and for any extraordi- 
nary developments in the field of atomic research. But even with 
the inclusion of these added items the budget for 1950-51 should 
either break even or actually show a small surplus. 


A further surplus could be achieved with an attendant reduc- 
tion in the public debt and the checking of possible inflationary 
influences by one or both of the following measures: (1) tighten- 
ing up our tax laws and enforcing them more vigorously, and (2) 
further reducing or eliminating subsidies paid to special groups. 


There is still a great deal of evasion of income taxes which could 
be reduced by hiring more collectors. In addition, as Senator 
Tobey and others have shown, there has been a great abuse of the 
so-called charitable trusts. It is, indeed, shocking that so many 
colleges and universities have made themselves partners in tax- 
dodging devices of this kind. It has been estimated by competent 


7 The President’s budget, however, estimated receipts at present rates of taxa- 
tion for 1950-51 at only $37.3 billion. 
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authorities that somewhere between $500 million and $1 billion of 
revenue could be added if these gaps in the nature and adminis- 
tration of our tax laws were filled. This could be used either to 
reduce the debt or to reduce the war-time excise taxes. 


In addition to the subsidies mentioned above, further probing 
should reveal additional savings. It is possible, for example, that 
the railroads and airlines are being greatly overpaid for carrying 
the mails and that excessive subsidies are being paid shipbuilders 
and shipowners. 


The whole question of farm subsidies, which has scarcely been 
touched on in this article, deserves the most careful study to see if 
substantial savings cannot be obtained there. With the passage of 
time and as the veterans of World War II gain more of an eco- 
nomic toehold on life, we may also expect payments for veterans 
benefits to decrease. Without decreasing the opportunities for 
veterans, this tendency should, indeed, be at work in 1950-51. 


IV 


If we act with intelligence and courage, we can thus balance the 
budget for 1950-51 and, indeed, show an actual surplus. There- 
after, unless the international situation becomes worse, we can de- 
vote the increased revenues from the rising national income to the 
double purpose of reducing the proportionate rate of taxation and 
promoting human welfare. 


But the next few months will be critical. Lip-service to the 
idea of economy will be uttered everywhere, but the opposition 
from special-interest groups to specific savings is likely to be 
great. Newspapers and magazines will be reluctant to give up 
their subsidies. Government employees and their organizations 
and friends will be hostile to cuts in personnel and vacation privi- 
leges. Chambers of Commerce will want levees and rivers and 
harbors projects, and the cement interests will look askance at 
diminishing the rate of building roads and dams. Silver interests 
will cling to their subsidies, and the shipbuilders, ship operators, 
and airlines have always shown an attachment to the public treas- 
ury. The general public and the Congress will have to rise above 
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Some of the ways in which the tax laws could be tightened were indicated 
by President Truman in his message of January 23, 1949, namely (1) 
correction of the excessive depletion allowances for oil and gas wells, (2) 
tax exemptions granted educational and charitable organizations or business 
enterprises, (3) tax exemption of insurance companies, and (4) the use of 
separate corporations for single moving pictures. 
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narrow group and sectional interests and put the national interest 
first. 


In short, the problem of balancing the budget and of adopting a 
sound fiscal policy is not merely economic. It is to an even greater 
degree a moral issue. We shall need a proper sense of values and 
a high degree of ethical self-restraint if we are to reach our goal. 
But that is one of the challenges of democracy. It both demands 
and elicits a higher degree of morality than other systems of gov- 
ernment. However gloomy short-run prospects may be, I am 
still an optimist on the fundamental good sense and civic decency 
of the American people.® 


NOTE: A COMPARISON OF THE PRESIDENT’S BUDGET WITH THE 
RECOMMENDATIONS OF THIS ARTICLE 


After this address was delivered but before the manuscript was 
sent to the press, the President on January 9 submitted his pro- 
posed budget to the Congress. It called for appropriations of $42.4 
billion as against estimated receipts of $37.3 billion with a conse- 
quent estimated deficit of $5.1 billion. 


The President in allowing $13.5 billion for the armed services 
cut current appropriations by Congress for 1949-50 by $1.5 billion 
and continued savings he had been putting into effect by executive 
action. He reduced foreign aid appropriations (including the 
costs of occupying Germany and Japan) from $6.0 to $4.5 billion, 
or a saving of $1.5 billion and he proposed an increase of $400 
million in postal rates. 


The other forms of saving suggested in the foregoing article are 
not, however, contained in the estimates of the President. If they 
were to be adopted, the expenditures would be reduced by a fur- 
ther $2.7 billion or to $39.7 billion. The estimate by the Treasury 
of total receipts for 1950 (under existing tax rates) of $37.3 bil- 
lion seems to be almost certainly too low, provided we have the 
state of business prosperity which is assumed elsewhere in the 
three presidential messages, namely on the “state of the union,” 
the economic report, and in the budget message itself. 
® As I was finishing this article, I received a letter from the President of 

the Village of Winnetka, Illinois, saying that the governing branch of that 
town believed that the new federal post office for that community should 
not be constructed because the money could better be used to reduce the 


debt. I find this sense of responsibility increasing everywhere in my own 
state. 











CO-ORDINATION OF MONETARY, BANK SUPERVISORY, 
AND LOAN AGENCIES OF THE FEDERAL 
GOVERNMENT* 


CLARK WARBURTON 
Federal Deposit Insurance Corporation 


In a recent issue of this Journal, Professor Bach has summar- 
ized a study of the relationships among federal banking agencies 
which he made for the Commission on Organization of the Exec- 
utive Branch of the Government, commonly called the Hoover 
Commission.1 As Mr. Bach points out, the recommendations in 
his report differ in part from those of the Commission. In this 
article I would like to present an analysis of relationships which 
differs in important respects from that portrayed by Professor 
Bach, and to offer a proposal for co-ordination of monetary, bank 
supervisory, and loan agencies which differs both from his recom- 
mendation and that of the Hoover Commission, but conforms with 
the general character of the report of the Commission.2 


BASIC POLICY PROBLEMS OF THE FEDERAL BANKING AGENCIES 


Proposals for reorganization of the executive branch of the 
federal government are designed primarily for simplification of 
administrative problems and economy of operation. Nevertheless, 
important policy problems are usually involved in such proposals, 
and elimination of actual or potential conflicts of policy is the os- 
tensible purpose behind many of the specific recommendations for 
shifting of functions or consolidation of agencies. In such cases, 
the merits of the recommendations can be appraised only on the 
basis of a clear understanding of the nature of the policy problems 
which are involved. 


* The views expressed are personal only. 


1G. L. Bach, “Bank Supervision, Monetary Policy, and Governmental Reor- 
ganization,” Journal of Finance, IV, (December, 1949), 269-85. 


2 Some readers of this article, without questioning my statement that only 
personal views are expressed, may be inclined to feel that my views are 
colored by those of the agency in which I am employed. If this be the case, 
those readers should realize that Professor Bach’s views are colored by 
those of the agency in which he was formerly employed, the Board of Gov- 
ernors of the Federal Reserve System. It would be too great a strain on 
human frailties to expect the views of any person to escape altogether some 
coloration from years of work in one of the government agencies, or to ex- 
pect any writer to see the coloration in his own views as clearly as he sees 
it in the work of another. This, of course, applies to my analysis as much 
as to that of Mr. Bach. However, in this article I shall attempt to be as 
objective and independent as possible, and my conclusions with respect to 
the guides and roe ee of monetary policy and realignment of the work 
of the banking agencies are distinctly my own. 
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In proposals for reorganization of the federal banking agencies 
four important policy problems are involved: (1) formulation and 
execution of monetary policy appropriate for maintenance of busi- 
ness stability and growth, with a high level of employment but 
without price inflation; (2) the relationship of monetary policy to 
the financial operations of the government, that is, to its revenue, 
expenditure, and debt policies; (3) the relationship of bank super- 
vision, particularly the examination of banks, to the formulation 
and effectiveness of monetary policy; and (4) the relationship of 
the operations of lending and loan-insuring agencies to the for- 
mulation and effectiveness of monetary policy. Of these four prob- 
lems, the first is by far the most basic. The other three become 
important because of the possibility that fiscal, bank supervisory, 
or lending policies or practices may interfere with appropriate 
monetary policy or might be useful tools to implement or supple- 
ment monetary policy. It is the third problem to which Mr. Bach 
devotes most of his attention in his article in the December, 1949, 
issue of this Journal. However, the report which he summarizes 
in that article also devotes considerable attention to the second 
and fourth problems. 


Of the three potential conflicts, that between monetary and fiscal 
policy is by far the most important. This problem has recently 
come into the foreground of discussion through the studies and 
hearings of a Subcommittee of the Joint Committee on the Eco- 
nomic Report. It merits the attention it has received. Its im- 
portance is derived primarily from the fact that war financing, 
except in a few cases of minor wars, has always resulted in price 
inflation, and the further fact that the close of war financing has 
usually been accompanied by price deflation and business depress- 
ion. However, it should not be assumed that conflict between the 
monetary policy which is needed for economic stability and the 
processes of war financing is the sole cause of inflation or the prin- 
cipal cause of depression. Inflation is not exclusively a wartime 
phenomenon; and the most devastating depressions, such as that 
of the early 1930’s, cannot be attributed to the cessation of war 
financing or the aftermath of price inflation. 


Unfortunately, though the participants are in earnest, much of 
the discussion concerning all three of the potential conflicts of 
policy is essentially a sham battle and the remedies proposed in the 
3 See Monetary, Credit, and Fiscal Policies, printed for the use of the Joint 


Committee on the Economic Report, 81st Congress, 1st Session (1949); 
and the report of the hearings on this topic in November, 1949. 





150 THE JOURNAL OF FINANCE 
form of realignment of duties of government agencies would do 
little to solve the conflicts. This is because the participants have 
given insufficient attention to the more basic problem of how to 
formulate and execute monetary policy appropriate for business 
stability and growth, with a high level of employment and without 
price inflation. 


GUIDES AND TECHNIQUES OF MONETARY POLICY 


For several years a large part of my time and attention have 
been devoted to studies of the relation of banking to business fluc- 
tuations. The results of these studies bear directly on the basic 
problem of formulation and execution of monetary policy for full 
employment without price inflation. The conclusions which I have 
reached that are pertinent to this problem may be summarized in 
the propositions listed below. 


1. The deposit side of bank operations is far more important 
than the loan side. This is because bank deposits form the bulk of 
the nation’s means of payment, or circulating medium, which 
enters into almost all business transactions. Loans are involved 
in only a portion of business transactions. In many segments of 
business activity loans are negligible, and the volume of loans in 
other segments may decline or disappear without adverse results. 
All phases of economic activity involve the use of circulating 
medium, and its disappearance would have catastrophic results. 


2. Instability in the value of the monetary unit creates malad- 
justments which prevent or seriously disturb economic processes, 
particularly with respect to any contracts covering a period of 
time. Stability in the value of the monetary unit is essential for 
continued maintenance of full employment, the maximum rate of 
economic progress, and an equitable distribution of the national 
income. 


3. The value of money is not an exception to the general prin- 
ciple of supply and demand. There is a continuous adjustment in 
the level of prices to variations in the supply of money which differ 
from variations in the demand or use of money. 


4. For an economy which maintains full employment the pri- 
mary variation in the need for money is the rate of growth of out- 
put associated with growth in population and technological prog- 
ress. The next most important variation in the need for money is 
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alteration of habits of use of money, and the best measure of such 
a change is the secular trend in the circuit velocity of money. 


5. Excessive or inappropriate variations in the money supply 
disturb business planning and the making of contracts, not only 
because of the resulting variation in the value of the monetary 
unit, but also because of the direct impact of such variation upon 
effective demand and upon the availability and cost of credit in 
those segments of the economy where loans are important. 


6. The dominant theory of the origin of business depressions 
and of inflation developed in the eighteenth and nineteenth cen- 
turies, namely, that they are due to excessive variation in the 
quantity of circulating medium, is confirmed by the factual data 
for the past thirty years. 


7. The dominant theory of the origin of excessive variation in 
the quantity of circulating medium developed in the latter part of 
the nineteenth century, namely, excessive variation in the re- 
serves of commercial banks, is also confirmed by the factual data 
for the past thirty years. However, under certain circumstances 
forces other than reserves may hold the quantity of money to a 
lower limit than that permitted by the reserve position of the 
banks. 


8. In practice, the amount of reserves of commercial banks is 
determined by the policies pursued by Federal Reserve authorities. 
This follows from the two facts: (a) that aggregate member bank 
reserves equals the excess of the total assets of the Federal Re- 
serve Banks over their capital accounts, circulating notes, govern- 
ment and other deposits except member bank reserve accounts, 
and miscellaneous liabilities; and (b) that the volume of assets 
held by the Federal Reserve Banks depends upon their own asset 
acquisition and relinquishment policies. 


9. The asset acquisition and relinquishment policies of the Fed- 
eral Reserve Banks include not only the rate of interest charged 
for rediscounting or offered on purchases of United States govern- 
ment obligations, but also other devices such as “direct pressure” 
and development of traditions regarding member bank behavior. 


10. Taken together, the asset acquisition and relinquishment 
policies of the Federal Reserve Banks are the dominant influence 
on the money supply in the United States. That is to say, the 
Federal Reserve authorities are the holders of monetary power. 





152 THE JOURNAL OF FINANCE 


11. Congress has never given the Federal Reserve authorities a 
suitable guide for the exercise of monetary power, nor have those 
authorities developed such a guide. Congress ought to provide 
such a guide in pursuance of its responsibility under the Constitu- 
tion for regulation of the value of money. 


12. The best test of whether monetary policy, or the exercise of 
monetary power, has or has not been appropriate for maintenance 
of economic stability is the existence or lack of stability in the 
value of the monetary unit; and the most suitable measure of the 
value of the monetary unit for this purpose is a comprehensive and 
representative index of the prices of all final products. 


13. Use of an index of prices of final products as an immediate 
criterion is not an appropriate guide for the exercise of monetary 
power by Federal Reserve authorities. Under such a guide mone- 
tary policy would always be correcting its own past errors. In 
view of the lapse of time involved in adjustment of the price level 
to changes in the quantity of money, and the time interval between 
Federal Reserve decisions and consequent changes in the quan- 
tity of money, monetary policy under such a criterion would al- 
ways be late. 


14. The most suitable guide for the exercise of monetary power 
is maintenance of a rate of growth in the money supply equal to 
the combined rates of growth in population and production of final 
products per capita, adjusted for trend in the circuit velocity of 
money. Probably some variations in the money supply to meet 
demonstrated seasonal or special needs should be possible, provided 
that such variations do not create disturbances in the value of the 
monetary unit. 


In the light of these conclusions, the problem of developing and 
executing good monetary policy appears to be much simpler and 
easier of achievement than is assumed by economists generally, or 
by the officials of government agencies having the largest degrees 
of monetary responsibility and power, or by persons who have 
helped to prepare plans for realignment of the duties of govern- 
ment agencies dealing with money, loans, and debts. Further, 
these conclusions and the studies on which they are based seem to 
me to offer convincing evidence that with appropriate monetary 
policy the specter of another serious depression, or of further price 
inflation, can be permanently banished. 
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The aspect of current controversies over the role of monetary 
policy in the maintenance of full employment which seems to me 
most baffling is the failure of the government agency which holds 
monetary power to analyze the most pertinent elements in the 
factual record, such as the relationship of bank reserves and the 
quantity of money to business fluctuations, and its failure to de- 
velop an appropriate measure of the value of the monetary unit. 
The absence of such studies, I am sure, underlies the failure to 
develop an appropriate criterion for monetary policy and to sharp- 
en sufficiently the techniques for monetary control. However, 
some of the reasons for this failure can be discerned, and are men- 
tioned here because they have considerable bearing on the reason- 
ing used by such persons as Professor Bach to support recom- 
mendations regarding realignment of the duties of the federal 
banking agencies. 


1. The first of these factors is a long tradition of ambiguity 
in the use of words, particularly the word “credit.”4 In the state- 
ments of Federal Reserve officials recently submitted to the Joint 
Committee on the Economic Report, for example, repeated refer- 
ences are made to the “supply, availability, and cost of money” 
and to the “supply, availability, and cost of credit.” In some of 
the passages the words money and credit appear to have the same 
meaning; in other passages they seem to have different meanings. 
This ambiguity of usage of vitally important words both reflects 
and fosters confusion of thought. In particular, it reflects and 
fosters a failure to distinguish between (a) the problem of main- 
taining an adequate but not excessive supply of circulating medium 
or money, and therefore an adequate quantity of bank deposits, 
and (b) the problem of availability and cost of credit for those 
persons and concerns who may need to borrow money. Clarity of 
thought would result in talking about (a) the supply of money or 
circulating medium and (b) the availability and cost of loans or 
credit, instead of talking all at once about the supply, availability, 
and cost of both money and credit. 


2. This ambiguity of language and thought is associated with, 
and may be in part the consequence of, a hangover from the long- 
discredited real-bills doctrine and particularly a false interpreta- 
tion of the role of the real-bills doctrine in the formulation of the 
Federal Reserve Act. The real-bills doctrine is the name given by 
* Attention was called to this ambiguity in my article, “Monetary Control 


under the Federal Reserve Act,” Political Science Quarterly, LXI, (De- 
cember, 1946), pp. 505-34 (see especially pp. 521-23). 
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Professor Lloyd Mints to a type of monetary theory originally 
stated by Adam Smith and prevalent throughout the nineteenth 
century. This theory is described by Professor Mints as follows: 
“Thus the real-bills doctrine runs to the effect that restriction of 
bank earning assets to real bills of exchange will automatically 
limit, in the most desirable manner, the quantity of bank liabili- 
ties; it will cause them to vary in accordance with the ‘needs of 
business’; and it will mean that the bank’s assets will be of such a 
nature that they can be turned into cash on short notice and thus 
place the bank in a position to meet unlooked-for calls for cash.’’5 


The problem faced by the founders of the Federal Reserve Sys- 
tem was not that of providing for an appropriate variation in the 
quantity of bank liabilities, but of eliminating an observed un- 
wanted variation in those liabilities. Professor H. Parker Willis, 
who is properly credited with more influence on the theoretical 
foundation of the Federal Reserve Act than any other economist, 
accepted the quantity theory of money when that word is inter- 
preted in the broad sense of circulating medium including bank 
credit. He adhered to the real-bills doctrine to the extent of be- 
lieving that inflation would be avoided if bank assets were selected 
in conformity with that principle, and that a central bank should 
follow the same principle in selecting its own assets. But he also 
recognized that legal reserve requirements are the real limitation 
on bank credit expansion, inasmuch as banks habitually expand 
when their reserves are enlarged or the percentage requirement 
reduced even though in so doing they acquire assets other than 
real bills. He stated that the ultimate function of the central bank 
is “that of regulating or controlling price levels, since its work is 
that of controlling the production and rate of consumption of com- 
modities.” He recognized the need for stability in the volume of 
bank credit if this function is performed effectively, and declared 
that the essential function of the central bank is the stabilization 
of credit. 


The problem with which Willis and others were dealing in draft- 
ing the Federal Reserve Act was removal of a known cause of 
great instability in bank reserves, namely, the prevailing limita- 
tion on, and consequent inelasticity of, one particular form of bank 
credit, that of circulating notes. Flexibility (elasticity) in cur- 
rency—not in total bank credit—was the aim of the founders of 
the Federal Reserve System, and this flexibility was desired as a 


5 Lloyd W. Mints, A History of Banking Theory (Chicago: University of 
Chicago Press, 1945) p. 29. 
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means of producing stability in total bank credit by providing 
stability in bank reserves.6 The Federal Reserve Act was not, as 
is frequently claimed, based directly on the real-bills doctrine. It 
was based on a recognition of the quantity theory of the value of 
money, an application to currency issue of the real-bills version 
of the quantity theory, an application to bank credit in the form of 
deposits of the legal reserve version of the quantity theory, and a 
vague mixture of both versions lurking in the background with 
respect to the total circulating media. 


3. The duality of banking theory underlying the Federal Re- 
serve Act led to a confusion of thought, in the thinking of the staff 
and officials of the Federal Reserve System, as to the proper roles 
of quantitative and qualitative guides to Federal Reserve actions 
and policies. This confusion was never clarified, but the quantita- 
tive side was repudiated in 1929.7 Repudiation of quantitative 
guides was the theoretical foundation of the policies which pro- 
duced the Great Depression; but, despite its disastrous conse- 
quences, it was adhered to by Federal Reserve authorities until re- 
cent years, and is still not shaken out of their thinking.’ 


4. Another aspect of long-standing confusion in Federal Re- 
serve thinking is a tendency to identify interest rate manipulation, 
or at least changes in the rate at which the central bank acquires 
and relinquishes assets, with policy respecting the quantity of 
money. This confusion originally arose from the development of 
central banking practices in Great Britain in the eighteenth and 
nineteenth centuries, where a combination of banking customs 
and the position of the country in world trade made “bank rate” 
an unusually powerful tool of monetary policy. This confusion 
was first transmitted to Federal Reserve thinking through the 
natural process of borrowing by a new central bank of techniques 
and modes of thought developed by an older institution; but it has 
been reinforced in recent years by the widespread adherence of 
® This summary of Willis’ views is based on the following sources: J. Laurence 

Laughlin, Banking Reform (Chicago: National Citizens’ League, 1912), 

which was largely prepared by Willis; H. Parker Willis and G. W. Edwards, 
Banking and Business (New York: Harper & Bros., 1925); H. Parker 

Willis, The Theory and Practice of Central Banking (New York: Harper & 

Bros., 1936), particularly chapter 2; and my notes on Willis’ lectures in 

banking at Columbia University. The founders of the Federal Reserve 


System were also much concerned with the provision of nation-wide mobil- 
ity of reserves and circulating medium. 


7 See “Monetary Control under the Federal Reserve Act,” op. cit, pp. 523-25. 


8 See, for example, the declaration that policy respecting the quantity of 
money has little influence on depression or inflation, Annual Report of the 
Board of Governors of the Federal Reserve System for 1943, p. 10. 
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economists to Keynesian economic theory.® The effects of the con- 
fusion have been to obscure the impact of other central bank 
techniques and practices and to nourish the fallacious assumption 
that the money supply is always adequate or excessive when in- 
terest rates are “low.” 


5. Another factor in the failure of the Federal Reserve staff to 
carry through adequate studies of the relation of bank reserves 
and the quantity of money to prices and business fluctuations is 
the abortive work in this field by the staff of the largest and most 
prominent Reserve bank. Among the statistical series developed 
in the 1920’s, obviously designed for use in the formulation of 
monetary policy aimed at maintenance of prosperity and business 
stability, were measures of monetary velocity and of the value of 
money. The velocity measure was a ratio of bank debits to aver- 
age deposits based on Irving Fisher’s concept of transactions ve- 
locity. The measure of the value of money was an index of the 
“general price level,” including wages and security prices as well 
as prices of commodities and services. These measures were in- 
appropriate for the purpose for which they were designed and 
were chosen without taking into account the most careful analyti- 
cal work which had been done or was then in progress on the prob- 
lems of measurement of monetary velocity and the value cf 
money.?!? 


According to the measures used, both velocity and prices moved 
upward during most of the nineteen-twenties, and these results 
generated the myth that the plateau of prosperity of that period 
was a time of inflation. Academic economists and officials of the 
central banking system drew from the results such fallacious con- 
clusions as the following: that we had inflation which showed 
itself in speculation in securities rather than in commodity prices, 
that there is no discernible relation between the quantity of money 


% See my articles, “Business Stability and Regulation of the Cost of Money,” 
American Journal of Economics and Sociology, IV, (January, 1945), 175-84, 
and “The Misplaced Emphasis in Contemporary Business Fluctuation The- 
ory,” Journal of Business of the University of Chicago, XIX, (October, 
1946), 199-220. 


10 Pigou had introduced the concept of income-velocity and had pointed out 
the unreliability of measurements of transactions velocity for the purpose 
of understanding and coping with business fluctuations. Arthur C. Pigou, 
Industrial Fluctuations (New York: Macmillan Co., 1927) pp. 152-54. 
Correa Walsh had dealt intensively and cogently with the kind of measure 
of the value of money needed for economic progress. Correa Walsh, The 

Fundamental Problem in Economic Science (New York: Macmillan Co., 

1903), and The Four Kinds of Economic Value (Cambridge, Mass.: Har- 

vard University Press, 1926). 
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and the level of prices, and that changes in the quantity of money 
have no significant relation to business stability because of the 
high variability of monetary velocity. 


The foregoing circumstances, in combination, have had a triple 
impact on thinking — both in research and in policy-making — 
throughout the Federal Reserve System. First, as I have sug- 
gested, they have resulted in a profound neglect and avoidance of 
research in the types of study, both theoretical and factual, most 
vital to the development of guides and techniques of monetary 
policy. Second, they have resulted in a sense of frustration and a 
search for explanations, in the form of developments elsewhere in 
the government or in the economy, of the consequences of their 
own operations, both when those consequences have been catas- 
trophic, as in the Great Depression, and when they have been great 
and beneficial achievements, as in the stoppage of the postwar in- 
flation in 1948, with only a very mild business recession. Third, 
they have resulted in an illogical and undue emphasis on various 
problems of banking and credit which are irrelevant, or only on 
the fringes of relevancy, to the formulation and execution of 
monetary policy needed for maintenance of full employment with- 
out price inflation. These results are illustrated by the disinter- 
ment of the defunct real-bills doctrine and the redressing of that 
ancient skeleton in the form of a demand for power to control 
consumer credit, not only in the case of banks which provide cir- 
culating medium, but also in the case of other types of loan insti- 
tutions—all in the name of monetary control. Other cases of mis- 
placed emphasis of more practical importance because of their im- 
pact on Federal Reserve thinking with respect to the relations of 
monetary policy to Treasury operations, bank supervision, and 
loan policy, will be mentioned in the succeeding sections of this 
article. 

MONETARY POLICY AND TREASURY OPERATIONS 


In the relation of monetary policy to Treasury operations, there 
are two important aspects of misplaced emphasis. One of these is 
an exaggerated emphasis on stability of the rate of yield on obli- 
gations of the United States government. In part this is a re- 
sult of the confusion between interest rate manipulation and pol- 
icy respecting the quantity of money. In numerous passages in 
the recent statements submitted to the Joint Committee, Federal 
Reserve officials appear to think that regulation of interest rates 
is their primary function. If they really comprehended the fact 
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that the chief duty of an agency with responsibility for monetary 
policy is to see that there is stability in the money supply, with a 
reasonable rate of growth, they would realize that their emphasis 
upon regulation of the interest rate is a distortion and misuse of 
their powers. If the Federal Reserve authorities have the mone- 
tary responsibility which they claim, they should regulate the sup- 
ply of money and leave interest rates on various types of loans, 
including United States government obligations, to be determined 
by the forces of supply and demand impinging upon the market 
where money is borrowed. This means that they should treat the 
rediscount rate and the Federal Reserve buying rate for United 
States government obligations simply as tools for influencing the 
amount of bank reserves and not as tools for controlling the rates 
paid by borrowers or the market yields on United States govern- 
ment obligations. 


An important effect of the confusion between interest rate 
manipulation and monetary policy is the fear of a serious collapse 
in the price of United States government obligations if the Fed- 
eral Reserve Banks do not provide adequate support. This fear 
is derived from a few occasions in the past, notably in 1920 and in 
1937, when waves of selling hit the bond market and United States 
government obligations dropped sharply in price. In view of the 
much larger amount of government obligations now outstanding a 
recurrence of such a situation would be even more serious. The 
fear that such a situation might occur again obviously rests on the 
assumption that absence of Federal Reserve support would pro- 
duce the same kind of circumstances as existed in 1920 and 1937. 
That assumption ignores a vital part of the circumstances in those 
periods. In 1920 and 1937 Federal Reserve policies were such as 
to result in contraction of the money supply, and therefore in an 
artificial scarcity of money for loan or for investment and also in 
direct pressure on the banks of a sort which impelled the banks 
to become sellers of United States government obligations. In 1920 
Federal Reserve rediscount rates were raised substantially and to 
a high level and other devices were used to exert a contractive 
pressure on the banks. In 1937 percentage reserve requirements 
were raised so high that central reserve city banks, to meet their 
own increase in reserves and withdrawals of deposits by other 
banks for the purpose of meeting the increased requirements, sold 
approximately a billion dollars of United States government obli- 
gations. 
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That is to say, if withdrawal of Federal Reserve support from 
United States government obligations were accompanied by con- 
tractive policies similar to those pursued in 1920 and 1937, we 
might expect a serious disturbance in the government bond market. 
However, if the Federal Reserve Banks focus their operations 
directly on the maintenance of a stable effective amount of bank 
reserves, with a reasonable rate of growth, they can withdraw 
their direct support of United States government obligations with- 
out any fear of serious consequences. With maintenance of a rea- 
sonable rate of growth in bank reserves there would be no pressure 
on banks to sell government obligations as there was in 1920 and 
1937. With Federal Reserve policy directed to maintenance of a 
reasonable rate of growth in the money supply, such variations in 
the price of United States government obligations as take place 
will represent an adjustment of the economy to the flow of savings 
from the people and the opportunities of business to make use of 
those savings. While it is possible that under such circumstances 
prices of some types of United States government obligations might 
fall slightly below par, there is not the slightest reason whatever 
for believing that any severe decline would occur. Such variation 
in prices of government obligations as would occur would be of 
value to the economy and not a source of disturbance to banks or 
to any other part of the economy. 


The second important aspect of misplaced emphasis with respect 
to the relation of monetary policy to Treasury operations is the 
pair of beliefs: (a) that fiscal policy is a more potent force in the 
economy than monetary policy, and (b) that fiscal and monetary 
policies must be used together in an attack on the problem of eco- 
nomic stability.11 These beliefs apparently stem from wartime 
experiences, when decisions to make heavy government expendi- 
tures have resulted in government deficits, monetary expansion, 
and full employment. Both of these beliefs are erroneous. Fiscal 
policy by itself —that is, revenue, expenditure, and debt policy 
which is cut loose from monetary policy — is not at all powerful 
with respect to producing either stability or instability. It is be- 
cause monetary policy is attached to fiscal policy—as always occurs 
in wartime—that fiscal policy becomes powerful. The power is in 
the monetary policy; and the same kind of monetary policy — that 
is, policy producing the same change in the quantity of money — 
11 See, for example, the statement presented by J. Cameron Thomson for the 


Committee on Economic Development before the Subcommittee of the Com- 
mittee on the Economic Report, November, 1949, Hearings, op. cit. 
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with an entirely different fiscal policy, would also be powerful. 
Further, fiscal and debt policy can readily be such as to interfere 
with the monetary policy which is needed for stability. In fact, 
it is impossible to work out a satisfactory policy for stabilization 
and growth unless monetary policy is separated from fiscal and 
debt policy and is geared directly to the stabilization goal. 


The mistaken beliefs that Treasury fiscal policy is stronger than 
monetary policy and that fiscal and monetary policies must be used 
together in attacking the problem of business stability is the basis 
for recommendations which are made in some quarters for placing 
in the Treasury Department all the banking and lending agencies 
of the federal government.!2 The same beliefs appear to underlie 
the recommendation of the Hoover Commission for establishment 
of a National Monetary and Credit Council with the Secretary of 
the Treasury as chairman. Both of these recommendations seem 
to me inappropriate. 


It is well known that a very large proportion of the great errors 
in monetary policy which have been made by various nations, and 
have led to atrocious injustices, spoilation of large classes of the 
population, and profound economic disturbances, have resulted 
from too great a subordination of monetary and banking policy to 
the apparent needs of the government treasury. It may be true 
that in wartime and in other great emergencies it is necessary to 
bend monetary policy to the needs of the government treasury; 
but it is also true that too much subordination of monetary policy, 
too cheap and easy borrowing by the government, has been one of 
the frequently repeated and extremely calamitous errors of govern- 
mental policy both in the United States and in almost all other 
nations in the world. 


It would be a disastrous mistake for the administration of mone- 
tary policy, or the supervision of banks and other financial insti- 
tutions, or control of government lending agencies to be vested in 
the official who is responsible for handling the revenue, expendi- 
tures, and debt of the federal government itself. Similarly, it 


12 This has not been recommended by the Hoover Commission nor by Mr. 
Bach, but is consistent with the Hoover Commission’s description of the 
duties of the Treasury Department. “Its responsibilities should include... 
(e) the management of the national debt and currency,...(g) adviee in 
the conduct of credit institutions, and supervision of certain others...,” 

Report on the Treasury Department, pp. 1-2. Mr. Bach presents argu- 

ments for and against placing responsibility for monetary policy in the 

Treasury, with his recommendation, in his article, “Monetary Policy For- 

mation,” American Economic Review, XXXIX (December, 1949), 1173-91. 











~ Pheer (D DWN DM he eH 


ee ee 





on 


CO-ORDINATION OF MONETARY AGENCIES OF FEDERAL GOVERNMENT 161 


would be a mistake for the policies of the banking and lending 
agencies to be dominated by a Council subject to probable domina- 
tion by the Secretary of the Treasury. The policies of the mone- 
tary and credit institutions of the nation must necessarily give 
adequate consideration to the needs of borrowers, including the 
needs of the government itself; but only tragedy can result from 
control of the nation’s credit institutions by the borrowing officer 
of the largest concern needing to borrow, even though that con- 
cern is the government itself. 


The foregoing comments do not mean that monetary policy 
should rest outside of the federal government, nor that it should be 
exercised by an official or group of officials in an agency of sub- 
ordinate rank. Issue of money or circulating medium and regu- 
lation of its value is one of the basic responsibilities placed in the 
federal government by the Constitution. Administration of mone- 
tary policy is of vital importance to national welfare and should 
be the responsibility of a top-ranking official who does not have 
other responsibilities likely to conflict with the best monetary pol- 
icy. Similarly, healthy functioning of the nation’s credit institu- 
tions is important to the welfare of the country and achievement 
of the purpose of the Employment Act of 1946. It is appropriate 
that basic governmental decisions regarding the policies and opera- 
tions of loan institutions should be made or co-ordinated by an 
official of Cabinet rank, but responsibility for such decisions should 
not be placed in the Cabinet officer who directs the finances of the 
federal government itself. 


MONETARY POLICY AND BANK SUPERVISION 


“The case for consolidation and simplification in federal bank 
supervision,” states Mr. Bach, “rests primarily on the need for 
uniformity of policy, for more effective awareness of supervisory- 
monetary policy relationships, and for supervisory arrangements 
that will be prepared for quick, unified policy determination in 
event of another banking crisis; not on personnel and direct dollar 
savings.” Mr. Bach’s preference for centralization of bank super- 
vision in the Board of Governors of the Federal Reserve System 
rests solely on the alleged need for close adjustment of supervisory, 
particularly examination, policies to monetary policies designed 
for maintenance of economic stability.13 This argument is closely 


13 G. L. Bach, “Bank Supervision, Monetary Policy, and Governmental Reor- 
ganization,” Journal of Finance, IV (December, 1949), 278-82. 
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similar to comments on bank supervision in the recent statements 
of Federal Reserve officials to the Joint Committee. The view- 
point of the Federal Reserve System is that the bank examination 
process should be attached to the monetary authority and made 
subordinate to monetary policy. That point of view is another re- 
sult of the confusion in thinking between money or circulating 
medium on the one hand, and credit or the making of loans or 
borrowing of money on the other. It involves a misunderstanding 
of the purpose of bank examinations and of the results which can 
be obtained from them. Use of bank examinations to implement 
monetary policy would mean the loosening of quality requirements 
and little scrutiny of bank assets when encouragement of bank ex- 
pansion is desired and the tightening of quality requirements and 
more stringent inspection of bank assets when discouragement of 
bank expansion is desired. Such a procedure would subvert the 
proper function of bank examinations. Reports of examinations 
made in such an attitude would be worthless as a basis for enforce- 
ment of banking statutes, and would also be worthless in apprais- 
ing the risks of the Federal Deposit Insurance Corporation. An 
attempt to evaluate assets on the basis of varying standards would 
destroy the usefulness of examiners and of their reports of exami- 
nations. Neither examiners nor bankers nor officials of the Fed- 
eral Deposit Insurance Corporation could retain confidence in the 
integrity of the judgments expressed in the classification process. 


In a sense, the chief responsibilities of both the Federal Reserve 
System, on the one hand, and the Federal Deposit Insurance Cor- 
poration and Comptroller of the Currency on the other, relate to 
the money supply, or circulating medium, of the nation. There is, 
however, a very great difference between the character of the re- 
sponsibilities of the two agencies and the mechanisms through 
which these responsibilities are exercised. The primary task of 
the Federal Reserve authorities is to manage the nation’s bank 
reserves in such a way as to provide a rate of growth in the na- 
tion’s money supply conducive to economic stability and the maxi- 
mum utilization of the expanding productive resources of the na- 
tion. The major task of deposit insurance is maintenance of banks 
in a healthy condition as a means of preventing destruction of a 
portion of the nation’s circulating medium through bank failures. 
The primary task of the Federal Reserve authorities involves man- 
agement of the assets of the Federal Reserve Banks and decisions 
on such questions as discount rates and the scope and terms of 
open-market operations. The information and procedures involved 
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in these operations differ vastly from those involved in determin- 
ing the soundness of individual banks. 


The existing need with respect to bank supervision is for a 
sharper line of demarcation, rather than closer adjustment, be- 
tween the functions of Federal Reserve authorities on the one hand 
and those of the Comptroller of the Currency and of the Federal 
Deposit Insurance Corporation on the other. Probably the great- 
est existing need is to relieve the Federal Reserve authorities so 
far as possible from duties which are extraneous to the formulation 
and execution of monetary policy. To provide good monetary pol- 
icy is a single task of such stupendous importance to the nation 
that it should not be confused with the essentially extraneous 
duties of chartering or supervision of individual banks or of ex- 
amining them to determine the extent of the risk involved in their 
continued operation. The Board of Governors of the Federal Re- 
serve System should be relieved of such duties as the regular ex- 
amination of banks, the regular collection of reports from banks, 
and the issuance of regulations regarding types of assets which 
banks may hold or the use which is made of bank loans. Such 
duties as these should be concentrated in the agencies having to do 
with the affairs of individual banks, namely, the Comptroller of 
the Currency, the various state banking authorities, and the Fed- 
eral Deposit Insurance Corporation. 


The Federal Deposit Insurance Corporation, as has been pointed 
out in its annual reports, is more directly interested than any other 
federal banking agency in the soundness of individual banks, for 
the reason that the Corporation must bear the financial burden 
resulting from bank failures.14 Because of this direct financial in- 
terest, it is the Corporation rather than the Federal Reserve au- 
thorities which should have the power to examine all insured 
banks. To avoid duplication in the case of regular periodic ex- 
aminations the Comptroller of the Currency could be authorized to 
accept a report of examination made by the Corporation in lieu of 
one of the two examinations per year which the present law re- 
quires to be made of each national bank. Also, the Board of Gov- 
ernors of the Federal Reserve System should be given the same 
authority to accept an examination of a state bank by the Cor- 
poration as the Board now has to accept an examination by the 
state authorities. 


1 Annual Reports of the Corporation for 1938, p. 23, and 1940, p. 12. 
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Another aspect of the Federal Reserve viewpoint which appar- 
ently stems from the confusion between money as circulating 
medium and credit as the borrowing of money is the character of 
their recommendations regarding extension of reserve require- 
ments to all commercial banks. From the point of view of mone- 
tary policy it is desirable, as the Federal Reserve officials recom- 
mend, that the services of the central bank and the reserve re- 
quirements applicable to member banks should be extended to all 
commercial banks. However, if the Federal Reserve authorities 
are primarily concerned with the contribution which Federal Re- 
serve policies can make to economic stability — as they ought to be 
and as they claim they are —and if Federal Reserve authorities 
really understand what that contribution should be, they should 
make it as easy as possible to extend central bank services and re- 
serve requirements to all commercial banks. That is to say, if 
they were clear in their thinking on this matter they would see at 
once that membership in the Federal Reserve System as now con- 
stituted is a stumbling block in the way of achieving their own 
objectives. By far the simplest method of providing appropriate 
relations between the Federal Reserve Banks and all commercial 
banks is to abolish formal membership in the Federal Reserve 
Sytem, to retire the capital stock of the Federal Reserve Banks 
out of earnings, and to extend the privileges of Federal Reserve 
membership and the requirements regarding reserves to all com- 
mercial banks which are regularly examined by a federal or 
state agency. 

Under such a plan examination of all insured state banks 
would automatically become a function of the Federal Deposit 
Insurance Corporation. If such a solution to this problem were 
made there might be a few requirements imposed by federal law 
on state member banks which should be extended to all insured 
banks and enforced by that Corporation with respect to insured 
state banks. However, most of those requirements would become 
matters for state or federal law applicable to state or national 
banks and enforced respectively by the state banking authorities 
or by the Comptroller of the Currency. 


The operations of the Federal Deposit Insurance Corporation 
do not supplant or duplicate the duties of the Comptroller of the 
Currency or of state bank supervisory authorities. Bank examina- 
tions are a necessary technique of the Federal Deposit Insurance 
Corporation for inspecting and appraising the risks it has as- 
sumed and for endeavoring to formulate policies which reduce its 








ee we 
— — 











CO-ORDINATION OF MONETARY AGENCIES OF FEDERAL GOVERNMENT 165 


risks, and bank examinations are also a necessary technique of 
the supervisory authorities for exercise of their responsibilities 
with respect to the chartering, control, and closing of banks under 
their respective jurisdictions. In view of the fact that to a very 
large degree an examination of a bank can simultaneously serve 
the two purposes, the Corporation has followed a policy of co-op- 
eration with other banking authorities to the utmost extent per- 
mitted by its law in the making of such examinations. The Cor- 
poration now conducts, in all of the states, concurrent or alternate 
examinations with the state banking authorities in the case of 
insured banks not members of the Federal Reserve System. Were 
it permitted to do so by law, the Corporation would follow the 
same policy with respect to state banks which are members of the 
Federal Reserve System and with respect to national banks chart- 
ered and supervised by the Comptroller of the Currency. This 
procedure would also distribute more equitably than at present the 
cost of bank examinations. The Comptroller of the Currency and 
the state banking departments assess the banks for the cost of 
examination. The Federal Deposit Insurance Corporation treats 
the cost of bank examinations as part of its own administrative 
expenses and does not assess the banks examined. 


In activities of a bank supervisory nature the Federal Deposit 
Insurance Corporation has endeavored to co-operate closely with 
state banking agencies and to avoid exercising functions more 
appropriately carried out by the state bank supervisors. As a 
means of providing effective maachinery for co-operation with 
the state bank supervisory officials, the Executive Committee 
of the National Association of Supervisors of State Banks has 
served as an advisory committee to the Board of Directors of the 
Federal Deposit Insurance Corporation. The Corporation has 
described the results of this co-operation as follows: “The formu- 
lation of rules, regulations, and standards, and the clarification 
of the limits of supervisory authority, are far more important to 
effective bank supervision than concern with the structure of the 
bank supervisory establishment. The Corporation’s supervisory 
standards and objectives have been made more effective than 
would otherwise be the case because they were developed jointly 
with and by the State supervisory authorities. These joint stan- 
dards have formed the basis for action by many of the State 
authorities whose powers in some circumstances are more flexible 
and effective than those of the Corporation.’’15 


15 Annual Report of the Federal Deposit Insurance Corporation, 1939, p. 14. 
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The arguments for maintenance of the Federal Deposit Insur- 
ance Corporation and the Office of the Comptroller of the Cur- 
rency as agencies separate from the Federal Reserve System do 
not apply to continuation of the Comptroller of the Currency and 
the Federal Deposit Insurance Corporation as agencies separate 
from each other. There are, however, good arguments against a 
consolidation of these two agencies. To place the bank examina- 
tion functions of the two agencies under the same official would 
greatly disturb the relations of the Federal Deposit Insurance 
Corporation with the various state banking departments. The 
Corporation insures the deposits of banks chartered by both the 
federal and the state governments. Its relation with the authori- 
ties chartering and having legal supervision over the two groups 
of banks should be essentially similar. The recommendations 
regarding bank examinations by the Corporation which are made 
above would further this similarity of relationship. As has been 
noted, the state banking authorities, as well as the Comptroller of 
the Currency, participate in the development of the policies of 
the Corporation. 


MONETARY POLICY AND LOAN POLICY 


Another result of the confusion in Federal Reserve thinking 
which has a direct bearing on proposals for reorganization of the 
federal banking agencies is an undue emphasis on the exercise of 
control over various types of credit (loans). It can readily be 
demonstrated that the total outstanding volume, or the amount 
held by banks, of any particular type of credit — such as real 
estate loans, consumer credit, loans on corporation securities, or 
government obligations — does not by itself have any significant 
relationship to the ups and downs of business which we call the 
business cycle. What is important from the point of view of 
maintenance of prosperity is stability, with a reasonable rate of 
growth, in the total circulating medium. Inasmuch as bank 
deposits form the bulk of the circulating medium, this means 
stability with a reasonable rate of growth in the deposits and 
assets of the banking system. With that stability the amounts of 
the different kinds of assets held by banks or by other loan insti- 
tutions may show great variation without disturbance to the 
economy. That is to say, the emphasis of Federal Reserve authori- 
ties on control of consumer credit and margins on security loans 
is an erroneous emphasis derived from the confusion in their 
thinking. 
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The same confusion of thought pervades the Federal Reserve 
viewpoint regarding the relationship of monetary policy and Fed- 
eral Reserve operations to the work of government agencies which 
provide or insure loans for particular purposes. The statements 
of Federal Reserve officials to the Joint Committee urge estab- 
lishment of a national monetary and credit council as a means of 
attaining better co-ordination of the policies of lending and loan- 
insuring agencies with “general credit policy.” This recommenda- 
tion is based on the specific assumption that some of the credit 
provided by Government agencies, particularly in the field of 
farm credit and home mortgage loans, is inflationary. That as- 
sumption is itself evidence of the confusion between money and 
credit. The lending and borrowing of money is not inflationary. 
It is creation of additional deposits by the banks which is inflation- 
ary. The activities of lending and loan-insuring agencies, such as 
the Farm Credit Administration and the Federal Housing Admin- 
istration, have little influence on total bank assets and deposits, 


though they may have some influence on the character of bank 
assets. 


There are two sorts of problems of “credit” policy, in the sense 
of policies respecting the making and insuring of loans, which 
need more careful attention than is now given to them. One of 
these is the adequacy of lending facilities, or availability and 
cost of credit in various segments of the economy. This involves 
such questions as whether borrowing needs are being met ade- 
quately and whether new loan institutions should be developed, 
and also improvements in the arrangements as to maturity and 
terms of loans, and means of consolidating risks or reducing 
managerial costs in types of credit where these elements in the 
interest charge are relatively high. The present lending and loan- 
insuring agencies have been established to meet these needs in 
certain fields. None of these agencies, however, has responsibility 
for appraising the changing credit needs which may appear with 
economic developments, nor for study of the relationships of 
savings and outlets for them, to the operations of loan institu- 
tions. 


The other type of problem in the loan field which needs more 
attention is the position of various kinds of loans among the 
assets of banks of deposit. This involves such problems as that 
of making risky types of credit more acceptable through insurance 
or other devices, and that of the segments of the economy into 








168 THE JOURNAL OF FINANCE 


which bank credit can most appropriately flow as bank assets 
expand to meet the nation’s monetary need or existing types of 
bank assets shrink in importance. 


These problems of loan policy could be handled either through 
the grouping of the various loan agencies into one major depart- 
ment of the federal government or through an inter-agency co- 
ordinating committee. So far as I know, there are no very strong 
reasons for or against either procedure, provided that in any 
case the independence of monetary policy is maintained. In the 
suggestion outlined below, use would be made of both procedures. 


A PLAN FOR CO-ORDINATION OF MONETARY, BANK 
SUPERVISORY, AND LOAN AGENCIES 


The current problems in the monetary, bank supervisory, and 
loan fields which are in urgent need of settlement are problems of 
policy rather than of administration. The foremost of these prob- 
lems, as I have pointed out, is the development and adoption of a 
suitable criterion or guide for exercise of the monetary powers 
of the Federal Reserve authorities. Another important matter 
of policy is the adjustment of fiscal and debt policy to monetary 
policy. A third is more detachment of bank supervision from 
monetary policy. A fourth is the separation of monetary policy 
from loan policy, and provision of better machinery for apprais- 
ing the adequacy of the services rendered by loan institutions. 


Unless these problems of policy are clearly recognized and ap- 
propriately solved, any measure looking toward closer integration 
and co-ordination of the various monetary, bank supervisory, and 
loan agencies is more likely to produce harmful than beneficial 
results. The reason for this is that confused thinking on the 
major policy problems has brought forth proposals for revamp- 
ing of the agencies in such a way that appropriate solutions of 
the basic policy problems would become almost impossible. 


If the basic policy problems are appropriately solved, there will 
be no urgent necessity for consolidation or grouping of the agen- 
cies. Monetary policy, bank supervisory policy, and loan policy 
could each make its proper contribution to economic stability and 
progress. There would, however, be three advantages in a group- 
ing of these various agencies in one department of the executive 
branch of the federal government. One of these advantages would 
be regular participation, in the formulation of basic government 
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policies, of a spokesman for the maintenance of the monetary 
policy best adapted for economic progress and for banking and 
loan agencies whenever the services of banks and loan institu- 
tions are involved. Another advantage, stressed by the Hoover 
Commission, would be a reduction in the number of agency heads 
with which the President needs to confer. The third advantage 
is that of provision of better means than now exist for co-opera- 
tion of the various banking and loan agencies. 


As I have indicated above, the spokesman for monetary policy 
and the role of banks and loan institutions should not be the 
chief borrowing officer for the federal government itself. This 
means that the monetary, banking, and loan agencies should not 
be grouped in the Treasury Department. Nor should they be 
placed in any of the other existing departments. If they are 
grouped, this should be done in a new department, which might 
be called the Department of Financial Institutions. Such a depart- 
ment would include the Board of Governors of the Federal Reserve 
System, the Federal Deposit Insurance Corporation, the Office of 
the Comptroller of the Currency, the Securities and Exchange 
Commission, and the Export-Import Bank. The Housing and 
Home Finance Agency might also be included, since its activities 
are dominantly financial in character. 


The Department of Financial Institutions, thus constituted, 
would not include loan agencies, such as the Farm Credit Admin- 
istration, attached to other departments. Establishment of an 
inter-agency credit policy committee, to include representatives 
of those loan agencies and of the Treasury Department as well 
as the principal loan agencies within the Department of Financial 
Institutions, under the chairmanship of the Secretary of the 
Department of Financial Institutions, would be helpful in the con- 
tinuous adaptation of the operations of loan institutions to the 
changing needs of the economy. 
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THE IMPORTANCE OF EQUITY FINANCING 
IN THE AMERICAN ECONOMY* 


JULES I. BOGEN 
Graduate School of Business Administration, New York Universtiy 


I. CONCEPTS AND DEFINITIONS 


The role of equity financing can be better understood if a dis- 
tinction is drawn between venture or risk capital on the one hand 
and equity capital on the other, and between the viewpoint of the 
management of a business enterprise and that of investors in 
corporate securities. 


From the viewpoint of management, all capital used in the 
enterprise is ventured. When a new plant is put up or inventory is 
acquired, risk attaches to the investment made by the enterprise 
regardless of whether the money required is borrowed or obtained 
from stockholders. 


In fact, the greatest risk is incurred by the enterprise when 
capital is borrowed, for a fixed obligation to pay interest and repay 
principal is thereby incurred. Least risk, from the management’s 
viewpoint, attaches to equity financing, since no fixed obligation 
arises as a result. When expansion is financed with retained earn- 
ings, the risk element is at a minimum, since there is not even an 
implied commitment to pay out dividends on an increased number 
of shares. 


From the investor’s viewpoint, on the contrary, there is most 
risk in the purchase of equity securities and least in the purchase 
of bonds, which enjoy both a legal priority and a fixed claim to 
interest and principal. 


Thus, equity capital is synonymous with risk capital only from 
the investor viewpoint. Borrowed capital involves most risk from 
the management viewpoint. 


The term equity financing is very much broader than financing 
by the sale of additional shares. The owners of the equity in a 


* This article and the following three articles by Homer Jones, Lewis A. 
Froman, and Paul F. Wendt were presented at a session of the American 
Finance Association at New York City on December 29, 1949. The general 
subject discussed at the session was “Stimulating Investment in Equity Se- 
curities.” The program was under the chairmanship of Marcus Nadler, 

New York University. 
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corporate enterprise may provide capital, directly or indirectly, to 
it in the following four ways: 





} 1. Charges to expense of sums expended to create capital 
assets. A considerable proportion of research expenditures, adver- 
tising expenditures and the like result in the creation of capital 
assets, although such expenditures are accounted for as expenses 
i charged against income. Particularly in industries where intangible 
assets are of importance, such “expensing” of capital expenditures, 
t a form of earnings retention, assumes substantial proportions. 





2. Depreciation and depletion, so-called “capital consumption 
allowances,” are a second major internal source of funds to finance 
new business outlays from equity sources. Whatever accounting 
concept of depreciation one favors, there can be no question that, 
} from the management viewpoint, depreciation allowances consti- 
tute an assured and substantial source of funds for the financing 
: of business capital expenditure. 


3. Retained earnings, long a major source of equity capital for 
many enterprises, has become by far the most important single 
source in the postwar period. 


4. The sale of new stock by the corporation is the form of 
' equity financing that usually receives most attention, resulting in 
a tendency to overemphasize this source of equity funds at the 
expense of the other three. 


i The relative importance of each of these four sources of equity 
money, as distinct from borrowed money, varies from time to 
time and from industry to industry. All four must be considered, 
however, to view the problem of equity financing as a whole. 


II. POSTWAR EXPERIENCE WITH EQUITY FINANCING 


The theoretical viewpoint—The theory has been advanced 
' repeatedly that an equity capital famine has prevailed during the 
past few years as shown by the very low ratio of new stock offer- 
ings to total business capital requirements or to aggregate new 
corporate financing. Because of inability to raise equity capital, 
it has been argued, corporations have developed capital structures 
that are top-heavy with debt. Undue reliance upon debt, as con- 
trasted with equity, financing acts as a limiting factor upon new 
business capital outlays, thus breeding depression. It is predicted 
that unduly heavy reliance on borrowing will make business enter- 
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prises more vulnerable to financing difficulties in the event of 
unfavorable economic conditions. 


The poor market for equity offerings has beeen said to have 
stifled small business particularly, and to have made very difficult 
or impossible the launching of many new enterprises that obvi- 
ously cannot rely upon internal sources for needed funds. 


Revival of equity financing, it has been asserted again and 
again, awaits sweeping reforms in taxation. The market for new 
stock offerings in the past was found chiefly among the higher- 
income individual investors. Steeply progressive personal income 
taxes both cut down the savings of this group and make the pur- 
chase of equity securities unattractive when yields after taxes and 
risk are considered. Hence, it has been concluded, solution of the 
equity capital shortage problem can be found only in a reduction 
of personal income taxes on the upper brackets, ending double 
taxation of corporate income distributed as dividends, and reduc- 
tion or elimination of the capital gains tax. 


These tax reforms are desirable in themselves, and should be 
adopted as reductions in government expenditures make them 
possible without unbalancing the federal budget. Coupling of the 
drive for tax reform with the problem of equity financing may 
not necessarily promote these desirable reforms, since it rests the 
case for lower taxes upon the existence of an equity capital short- 
age that may not exist. 


The statistical evidence. — Great progress has been made in 
recent years in gathering and making available corporate financial 
statistics. Of special value for a study of equity financing is the 
series on sources and uses of corporate funds, published by the 
Department of Commerce. 


In the years 1946-48, this series shows that business had to raise 
the unprecedented total of $79 billion for new fixed and working 
capital needs. Of this total, $44 billion was required for plant 
and equipment, and $35 billion to finance the expansion of inven- 
tories and receivables characteristic of an inflation period. 


Approximately 57 per cent of this huge sum was raised from 
equity sources in these three years, according to the Department 
of Commerce series. Depreciation and depletion allowances ac- 
counted for 16 per cent, retained earnings 36 per cent, and new 
stock offerings nearly 5 per cent of the funds raised by corpora- 
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tions in this three-year period. An additional 8 per cent was 
obtained from sales of government securities purchased during 
the war. Borrowing accounted for barely 35 per cent of the new 
capital raised, with bond issues accounting for 10 per cent, bank 
loans something less than 10 per cent, and accounts payable and 
mortgage loans in the neighborhood of 15 per cent. We do not 
have the data to compare in detail the methods of financing the 
abnormally large capital requirements of the inflation years 1946- 
48 with those of the most nearly comparable recent period — the 
boom years 1926-29. But we do know that undistributed profits 
played a much smaller role in the 1920’s. Even in the prosperous 
year 1929, they aggregated only $2.6 billion, not much more than 
a fifth of what they were in 1948. Professor Eli Shapiro has esti- 
mated in the Commercial and Financial Chronicle that some 40 per 
cent of the new capital requirements of the 1926-29 period came 
from bond financing and 20 per cent from new stock issues. Avail- 
able data indicate that a larger part of the new capital require- 
ments of corporations were derived from equity sources, and a 
smaller part through borrowing, in 1946-48 than in 1926-29. How- 
ever, the larger part of the equity funds came from retained earn- 
ings in 1946-48 and from new public offerings of stock in 1926-29. 
High personal income taxes played an important part in making 
this possible. They have lessened the desire of stockholders, espe- 
cially those in the upper income brackets, for dividends, which 
has made it easier for managements to retain earnings. The very 
factor that has made sales of new stock issues more difficult — 
high personal income taxes — has helped to secure equity funds 
through facilitating retention of earnings. 


The statistical evidence shows that there has been not an overall 
shortage of equity capital in the postwar period, but rather a shift 
in the main source of equity capital from new stock sales to reten- 
tion of earnings. 


There can be no question, of course, that this shift has tended 
to favor large enterprises over small, for the former have more 
earnings to retain. It has favored older enterprises, with estab- 
lished earning power, over new concerns that have yet to develop 
their ability to earn. It has favored the profitable business which 
has earnings to retain over the weak, which has failed to develop 
the profits that could be invested to develop strength. 


Neither does the statistical evidence reveal excessive business 
debt creation, as theoretical analysts of the equity capital prob- 
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lem have contended. Long-term corporate debt, which aggregated 
$44 billion at the end of 1939, has increased to about $53 billion 
at the end of 1949, a modest rise indeed considering the expansion 
in corporate assets, including cash, that has occurred in the in- 
terim. Short-term corporate debt has increased much more, from 
$41 billion to some $60 billion at the present time. But in the light 
of the far greater expansion of current assets that has taken 
place, this rise in short-term indebtedness must be deemed mod- 
erate, for corporate net working capital reached a new peak of 
$66.7 billion, 270 per cent of the 1939 total, on June 30, 1949, the 
Securities and Exchange Commission reported. 


The statistical evidence fails to confirm the theory that the pro- 
motion of new businesses was checked in the postwar period by 
a lack of equity capital for new concerns. The number of busi- 
nesses in operation in the United States, according to the Survey 
of Current Business, increased from 3,022,000 in 1944 to 3,935,000 
this year, a new high record and a gain of more than 900,000 or 
30 per cent in five years. Increases in the number of concerns 
were reported for every major classification of economic activity 
and for every part of the country in this period. 


While equity financing through the sale of new common stock 
has been much less important in. the post-World War II period 
than during the boom of the 1920’s, it is significant that common 
stock financing has registered a modest increase during the past 
year. There are indications that this recent improvement in the 
reception accorded equity financing may mark a trend that could 
become more pronounced in the period ahead. 


Common stock financing to raise new capital exceeded $500 
million in 1949, an increase of some $60 million or about 13 per 
cent over the 1948 total. 


There are a number of indications that the improved demand 
for common stocks this year stems from individual investors, par- 
ticularly those in the middle and lower income brackets who are 
less affected by high personal income tax rates. The Securities 
and Exchange Commission, in its estimates of savings by indi- 
viduals, has reported net increases in holdings of corporate securi- 
ties as follows (in billions of dollars) : 
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More recently, separate figures for net changes in corporate 
bond and stock holdings have been compiled. These show, as might 
be expected, that individual holdings of stocks are increasing, 
while holdings of corporate bonds have been reduced. 


Other indications of a rebirth of individual investor interest in 
common stocks, especially among recipients of middle and lower 
bracket incomes, are: 


1. The persistent excess of the dollar value of odd-lot purchases 
of stocks over the value of odd-lot sales, reported by the SEC. 


2. Successful sales by public utilities of some $500 million of 
common stock issues in 1949. A broad demand for these stocks 
has been reported, a large proportion of the issues being placed in 
small lots with investors in the areas served by the issuing com- 
panies. 


3. Record sales of open-end investment trust shares in 1949. 


4. The persistent rise in the stock market during the latter half 
of 1949 despite the decline in business and profits from the year 
before. The advance in the stock market was accompanied by an 
increase in dividend payments, giving support to the thesis that a 
growing yield consciousness was developing among investors in 
the middle and lower income brackets. 


5. The Federal Reserve Survey of Consumer Finances for 1949 
showed that high yields were the chief reason given for favoring 
investment of surplus funds in stocks, while lack of familiarity 
with stocks was the principal reason given for not favoring 
investment in stocks by those questioned. The problem was thus 
shown to be one of more intensive marketing, rather than an 
unwillingness on the part of the rank and file of smaller investors 
to incur the risks of stock investment. 


The statistical evidence of the postwar period thus indicates 
that (1) there was no shortage of equity capital during this period, 
because a very high level of retained earnings offset the relatively 
small volume of new stock offerings: and (2) during 1949 there 
have been indications of a revival of a market for common stocks, 
especially among middle and lower income bracket investors. 


But the postwar years 1946-49 have been admittedly abnormal 
in many respects. With the inflation phase past and corporate 
profits declining, a contraction of retained earnings is inevitable. 
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What is the probable future role of equity financing in the Ameri- 
can economy under the new conditions in prospect, and how cer- 
tain is it that equity capital will continue to be forthcoming in 
adequate volume? 


III. FUTURE PROSPECTS FOR EQUITY FINANCING 


The future prospects for equity financing must be appraised in 
the light of (1) prospective total corporate capital requirements ; 
and (2) the relative proportion of these requirements that should 
and can be covered through equity financing. 


Corporate capital requirements. — A sharp decline in corporate 
capital requirements from the high levels of the inflation years 
1946-48 is inevitable. For one thing, investment in inventories and 
receivables will not have to be expanded rapidly, as was the case 
in the inflation period. In 1949, in fact, there has been a net de- 
cline of some $4.5 billion in inventory and receivables, as con- 
trasted with an increase of $7.9 billion in 1948 and $13.1 billion 
in 1947. Plant and equipment needs, which were $16 billion in 
1949, should henceforth account for the great bulk of total re- 
quirements, as is usual in periods of stable commodity prices. 


With equipment and machinery prices tending to sag as the era 
of shortages ends, it is reasonable to suppose that new corporate 
capital requirements for the next few years may not exceed an 
average of $15 billion per annum, assuming a continued high level 
of business activity. 


Sources of new capital.—The larger part of the new capital 
required is likely to come from internal sources. Depreciation and 
depletion allowances are increasing steadily, as the higher-cost 
assets acquired since the war enter into the depreciable base. Such 
allowances approximated $5.5 billion in 1949, and should increase 
gradually to over $6 billion in the next two years. 


Retained earnings, which amounted to $12.3 billion in 1948, 
dropped to an estimated $6.9 billion in 1949, and should decline 
further under the dual pressure of declining profits and more lib- 
eral dividend policies. However, it is not unresonable to assume 
that retained earnings will average $4-5 billion over the next few 
years. 


This means that depreciation and retained earnings could provide 
about two-thirds of new corporate capital requirements in the period 
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ahead. This would leave about $5 billion to be raised through 
new financing, or moderately less than new financing volume of 
1948 and 1949. In 1948, corporate issues to raise new capital 
aggregated $5.9 billion, of which only 15 per cent consisted of pre- 
ferred and common stocks. In 1949, new corporate capital issues 
have totaled some $5 billion, of which stock issues accounted for 
nearer 20 per cent, preliminary estimates indicate. 


With the improved demand for equities from lower income in- 
vestors, it is reasonable to expect a larger proportion of equity 
financing in the future. The public utilities demonstrated this 
year that they can step up the ratio of stock to bond financing for 
their industry. It is thus conceivable that, if average new corpor- 
ate capital issues should average $5 billion in the next few years, 
a third or more should be raised through stock offerings. 


Equity investment by lower-income groups.—Increased invest- 
ment in equity securities by lower-income groups is a develop- 
ment that, if continued, will have broad consequences. 


Economic and social advantages that will accrue include: 


1. Acquisition of a direct stake in the profits of enterprise by a 
larger number of persons, including many who might otherwise 
be unsympathetic to the free enterprise system. The 8 per cent of 
families now owning corporate stocks directly gives much too nar- 
row a base of direct stock ownership for sound public relations. 


2. Promotion of personal security for large numbers of addi- 
tional families, through higher yields obtainable from equity in- 
vestment. 


3. Greater assurance of an adequate flow of equity capital to 
business in the future. 


4. A lessening of the flow of savings into institutional chan- 
nels, where they must be invested in debt securities, creating an 
artificial shortage of the bonds and further pressure on the level 
of interest rates. 


The disadvantages that must be weighed against these gains 
include: 


1. Large and perhaps excessive risks will be assumed by in- 
vestors, because of the far wider price swings to which the equity 
market is subject and the greater risk of loss from individual 
commitments. 
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2. Lack of large-scale service institutions to channel savings 
into equities, comparable to the savings banks and insurance com- 
panies that channel funds into bonds. The open-end investment 
trust and common trust fund may, in time, correct this lack. 


3. A period of widespread popular investment in equities, fol- 
lowed by a later deflation of stock prices, could generate hostility 
toward the private enterprise system. The public utilities suf- 
fered from such hostility in the 1930’s, following their resort to 
customer ownership on a large scale in the 1920’s. 


IV. CONCLUSIONS 


Conclusions indicated by the above discussion are: 

1. No net shortage of equity capital for the American economy 
as a whole has yet developed. Rather, there have been drastic 
shifts in the sources from which equity capital is drawn. A much 
larger proportion comes from internal, as distinct from external, 
sources. The equity financing that does take place is being ab- 
sorbed to a larger extent by lower income, rather than higher 
income investors. 


2. The reduced corporate capital requirements of the post- 
inflation period make the equity financing problem for the future 
one of limited size. An increase in the current volume of stock 
financing by 1 or 11% billions would bring equity issues up to 40 
or 50 per cent of the prospective volume of corporate new offer- 
ings. This is historically a relatively high level. 


3. Such a volume of equity financing from external sources 
should be achieved in the period ahead, if the tendency toward 
wider stock investment by middle and lower income investors 
persists. 
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INVESTMENT IN EQUITIES BY LIFE INSURANCE 
COMPANIES* 


HOMER JONES 
Division of Research and Statistics 
Federal Reserve System 


Equity investments by life insurance companies in the United 
States are very small. Common stock holdings amount to seven- 
tenths of 1 per cent of their total assets and to six-tenths of 1 per 
cent of all common stocks listed on the New York Stock Exchange. 
Rental housing owned by life insurance companies amounts to 
$760 million, about 1.3 per cent of their assets and a very tiny 
fraction of the housing of the country. 


Three closely related reasons explain the insignificant role of 
equities among life insurance company assets. Public opinion has 
considered equities inappropriate assets. Insurance company man- 
agements have not anticipated good experience from holding such 
assets. The laws of most states have prohibited or severely re- 
stricted such holdings. All three of these factors—public opinion, 
management opinion, and law—are based upon a belief that ex- 
tensive investment in equities would involve large and improper 
risks. 


Proposals to enlarge the powers of the companies should depend 
on two premises. It should be established that safeguards can be 
set up to prevent great risk. Further, there should be a presump- 
tion that the social advantage of investing life insurance funds in 
equities would be greater than the disadvantages. This paper will 
first consider some of the possible public advantages of insurance 
company investment in equities and will then consider practical 
possibilities. 

SOCIAL NEED FOR EQUITY 


To conclude that public benefit would flow from equity invest- 
ment by life insurance companies depends upon consideration of 
the entire savings pattern. Briefly, the evidence available shows 
that individuals have shown reluctance to place their funds in 
equities during the past two decades. They make but limited net 
acquisitions of corporate stock or of real estate. Instead their 
saving flows primarily into the life insurance companies, the 
*This paper was prepared before I joined the staff of the Federal Reserve 


Board. The views expressed are entirely my own and do not necessarily 
reflect those of the Board. 
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banks, cash, savings and loan associations, and government securi- 
ties. 


The personal saving which flows into savings institutions must 
in turn under present laws be invested primarily in debt. The 
question then arises whether a private enterprise economy can 
operate successfully depending very largely upon retained busi- 
ness earnings for equity and absorbing all or a large portion of 
personal saving in the form of debt. A system operating in this 
manner is unlikely to succeed. Undistributed corporate earnings 
are not necessarily to be found in appropriate amounts in the 
areas in which expansion is needed. It appears unlikely that enter- 
prisers will be willing indefinitely to add to their debts at such a 
rate as individuals add to their institutional savings. Lenders will 
be unwilling to lend such amounts indefinitely as the margin of 
protection is reduced. An economic system building up debt at 
such a rate would find itself in particular difficulties in case of 
business recession emanating from any cause. The fixed debt 
charges would cause an increasing proportion of income to go to 
savers as opposed to consumers. The increasing debt charges rela- 
tive to total income flows would inhibit both borrowers and lend- 
ers from entering into further debt contracts. 


If savings currently take the debt form excessively, what can 
be done to correct the situation? Some changes in public policy, 
particularly in the field of taxation, might increase the willing- 
ness of individuals to invest in equities. Some unnecessary or 
undesirable attractions of the savings institutions for funds might 
desirably be reduced. Changes in the tax structure might increase 
the willingness of business to finance itself with equity rather 
than with debt. But it seems unlikely that enough can be done by 
any means to assure an adequate flow of personal saving directly 
into equities. 


If personal saving is to continue to flow predominantly into 
the savings institutions, these institutions must be looked to to 
provide an adequate source of equity funds for capital formation. 
While any or all of the various types of savings institutions might 
provide equity funds, it is the life insurance companies which are 
relatively well adapted to this purpose. If the savings institutions 
as a whole acquire so large an amount of funds that they cannot 
properly all be invested in debt, the life insurance companies offer 
the best opportunity for equity investment by the institutions. 
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INVESTMENT IN EQUITIES BY LIFE INSURANCE COMPANIES 


PRACTICAL POSSIBILITIES 


To consider whether and to what extent the life insurance com- 
panies could legitimately invest in equities it is necessary to 
examine the traditional objections to such investments. The life 
insurance companies have fixed dollar liabilities. They attempt 
to carry on their business on an assumption of a certain minimum 
rate of earnings. Because equities fluctuate in price and because 
income from them is uncertain it is held that they are not appro- 
priate assets for the insurance companies. There are two possible 
solutions to this problem. One is on the side of the character of 
the liabilities and the other on the side of the assets. 


The income necessities of the insurance companies are not 
absolutely fixed. Through alteration of their dividend payments 
the companies can adjust the substantial fluctuations of income. 


Proposals have been made to alter radically the character of 
the liabilities of the companies in order that equities might more 
appropriately be acquired. The liability contracts might provide 
that liabilities fluctuate in amount with changes in the value of 
equity assets. I am not aware that the technical practicality of 
such a contract has been demonstrated. But assuming the technical 
practicality, there seems little likelihood that such contracts would 
be attractive to the public. One of the great attractions of life 
insurance and annuities is their fixed dollar character. 


A somewhat more popular type of contract might be one which 
provided for fluctuations of liabilities with changes in the cost of 
living. This should be more interesting to the public than con- 
tracts linking liabilities to the price of assets. It should also be 
more attractive to the insurers than a combination of equity assets 
and fixed liabilities since the cost of living and the return from 
equities are positively correlated. It would be desirable to see 
whether a workable contract could be developed along these lines. 
If such contracts can be worked out they should be offered to the 
public in the hope that they would make an appeal. But I think 
we have to proceed on the assumption that either such contracts 
will not be offered to the public or that they will not make a wide- 
spread appeal. 


Insurance companies might find equities more attractive if they 
were not obligated to pay or lend upon their policies upon demand. 
But here again the public is so wedded to this practice that there 
seems little likelihood of changing it. We must see whether equi- 
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ties can be appropriate assets even though we continue with the 
present insurance contracts unaltered. Successful investment in 
equities by the life insurance companies would depend mainly on 
three factors—liquidity, valuation, and diversification. 


LIQUIDITY 


There is room for a difference of opinion as to whether the 
liquidity factor may constitute an impediment to equity invest- 
ment by the life insurance companies. It may be that the chances 
of net withdrawals of funds from a life insurance company are so 
slight that this possibility need not interfere with equity invest- 
ment. The record of the insurance companies in this regard is 
better than that of any other type of institution. If we avoid 
extreme financial crises in the future it may be a very unlikely cir- 
cumstance for a life insurance company to experience an embar- 
rassing net withdrawal of funds. Even if net withdrawals are 
experienced in the future, it may be argued that the companies 
own such large amounts of government securities and their market 
will be so well maintained in time of depression that the com- 
panies will always be able to meet withdrawals even though they 
hold substantial equities. Finally, it may be argued that since the 
insurance companies will in any event invest only part of their 
funds in equities they can depend upon the remainder of their 
assets to provide liquidity. 


But if their cash and government bonds cannot be relied upon 
to provide liquidity, possibly we need other means. Whether the 
companies invest in equities or not their liquidity depends upon 
government in time of depression. Whenever the savings institu- 
tions as a whole experience net withdrawals of their funds, they 
are dependent upon the Federal Reserve, the Reconstruction Fin- 
ance Corporation, or some other instrument of government for 
funds with which to meet withdrawals. They need access to such 
facilities equally whether they invest in equities or not. If the 
facilities are provided, liquidity will offer no impediment to equity 
investment. If they are not provided, the liquidity problem will 
be no greater if equity investments are made than if they are not. 
In supplying liquidity the government should not be prejudiced 
against equities. Extensions of credit by the government agencies 
should be on a basis of the general credit of the insurance com- 
panies concerned and not on a basis of specific assets. 
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INVESTMENT IN EQUITIES BY LIFE INSURANCE COMPANIES 


VALUATION 


Probably the major objection to equities as assets for life in- 
surance companies is the possibility that they will decline in value. 
Liabilities of life insurance companies are equal to a large per- 
centage of their assets. A decline of a rather small percentage in 
the value of its assets would render the typical life insurance com- 
pany insolvent. For example, if the assets of a company consisted 
entirely of common stocks, if they declined in market price by a 
percentage equal to the percentage relation of surplus to assets, 
say, 10 per cent, and if the stocks were valued at market price, 
the company would be insolvent. Since declines in stock market 
prices of as much as 10 per cent are not uncommon it appears that 
equity investments cannot possibly be practical. But this view of 
the situation may be inadequate in a number of respects. 


If the managers of the companies followed reasonably sound 
principles, either on their initiative or the insistence of govern- 
ment, they would not have acquired their equities entirely at the 
peak of the market. Furthermore, they would hold not simply 
listed stocks but a cross-section of all the equity in the economic 
system. Finally, if equity were playing a greater role in the eco- 
nomic system and debt a lesser one, the leverage factor would be 
less and the amplitude of fluctuation of prices of equities would 
be reduced. Despite these considerations, however, it probably 
remains a fact that valuation of equities at current market price 
would be incompatible with any extensive ownership of equities 
by the life insurance companies. 


In point of fact, we do not at present value most of the assets 
of life insurance companies at current market price. Bonds are 
most commonly valued at amortized cost. Current market price 
is not a meaningful basis for valuation of the rental real estate 
held by the companies. I suggest that the basic criterion for 
valuation of all assets of life insurance companies should be cost. 
If this principle were applied to equities, such assets would become 
practical for the companies. Equities, the long-term earning 
prospects of which declined relative to those of equities in gen- 
eral, would have to be marked down in value. But such write- 
downs would be offset by equities the earning prospects of which 
improved relative to those of equities in general. If the price 
level of equities in general declined and remained permanently be- 
low the levels at which they had on the average been acquired the 
companies would be in an embarrassing situation. But if the com- 
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panies acquired their equity holdings over a long period of time 
there seems little likelihood that we will experience any per- 
manent price level decline which would prove embarrassing to 
them. 

DIVERSIFICATION OF RISK 


The greatest danger of equity investment by the life insurance 
companies is inadequate diversification of risk. If a company 
holds a cross-section of the equity of the economy, acquired over a 
long period of time, its risks will in large measure offset each 
other. But if its investments are concentrated in particular seg- 
ments of the economic system it may meet with adverse experi- 
ence which will require its closing by the supervisory authorities. 
The most essential feature of sound management of the equity in- 
vestments of the companies would be achieving diversification of 
risk. A major objective of supervisory rules and regulation by 
the government would be such diversification. 


Equity investments may be divided roughly into three major 
categories—rental real estate and other tangible goods, publicly 
issued common stocks, and the ownership element of businesses 
not making public issues of their stocks. A company making ex- 
tensive investments in any one of these groups needs to achieve 
diversification within the groups. A company which placed a 
large portion of its funds in rental housing in a single city might 
be courting a concentration of losses. Certainly a company should 
never place a large portion of its funds in the stock of a single 
business corporation. If a company should undertake to invest in 
the equities of small business it should not concentrate its commit- 
ments in a particular line of business or a particular geographic 
area. 


Diversification of equity investment is much easier for the large 
companies than for the small. It may be feasible for them to have 
diversified holdings of real estate developments of efficient size. 
But the smaller companies can probably make significant invest- 
ment in real estate equities only through purchase of the stock of 
real estate investment companies. The large life insurance com- 
pany certainly can adequately diversify its investments in publicly 
issued common stocks by direct purchase. Indeed, the small com- 
panies can be successful in this regard and would need to patron- 
ize investment companies only if they lacked confidence in their 
capacity to determine what constituted reasonable diversification. 
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If the large companies were to undertake substantial invest- 
ments in the equities of small businesses they could possibly 
achieve diversification through investments directly or through 
local representatives. But the smaller companies would encounter 
greater difficulties. They could not each develop field organiza- 
tions able to make and supervise commitments on a broadly diver- 
sified basis. But they could use investment companies devoted to 
making such commitments of funds. Investment companies de- 
voted to acquiring privately issued business equities, like those ac- 
quiring rental real estate, would seem to be a necessary develop- 
ment for equity investment by the smaller companies. 


Some arbitrary rules for gaining diversification may be useful. 
When existing laws permit investment in housing, other invest- 
ment real estate, or common stocks, they commonly limit the 
amount which can be invested in each category. For example, in 
New York State investments in rental housing are limited to 10 
per cent of the assets of a company. Other investment real estate 
is limited to 3 per cent. In Pennsylvania, investments in com- 
mon stock are limited to 5 per cent of a company’s assets. If 
equity investments were ever to play a great role in the operations 
of the life insurance companies some of the prevailing percentage 
limitations would have to be raised greatly. Diversification as to 
time of investment might be promoted by raising the percentage 
limitations gradually. However, a more permanently effective 
means of achieving diversification over time would be a limit on 
the amount of investment in a given category of equities which 
could be made in a given year. For example, while an insurance 
company might not be permitted to have more than 25 per cent 
of its assets in common stocks it would not be permitted to acquire 
common stocks in excess of 5 per cent of its assets in any one year. 


CONTROL OF BUSINESS 


One of the major objections to investment in business equities 
by the life insurance companies is the possibility that they will 
exercise control over the businesses in which they own equities. 
Strangely, this objection is offered both by the reformers and the 
conservatives. The reformers fear monopoly and the exercise of 
financial power. The conservatives, particularly the manage- 
ments of the companies, fear that if they did hold common stocks 
this would be used as a persuasive argument for the nationaliza- 
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tion of the companies or for inauguration of very rigid govern- 
ment controls. 


The fear of monopoly or controls which may result from life in- 
surance company investments is manifested by the recent concern 
over industrial loans by the companies. Investigations have been 
undertaken to determine whether control has indeed been exer- 
cised by the companies. It seems likely that so long as the com- 
panies stand in fear of vague accusations of exercising control, 
they will not invest extensively in equities. There must be a rea- 
sonably definite understanding of what is legitimate and what is 
not. 


If we expect the life insurance companies to invest their funds 
usefully, it is a great error to criticize them for exercising some 
control. Of course they must exercise control. Lenders always have 
exercised power over the operations of business firms. They lend 
money for projects which they think will be successful and refuse 
it for others. They foreclose when projects turn out badly. Loan 
agreements state the terms on which projects are to be carried 
out. This type of control by lenders has existed from time im- 
memorial. There is nothing wrong about it. It is essential if 
lenders are to be willing to make funds available for capital for- 
mation. 


Critics must distinguish between control which is against the 
social interest and that which is not. They must confine their 
criticisms to the undesirable control. When they criticize all con- 
trol they either will have no effect or they will seriously disrupt 
the economic process. 


These strictures apply not only to loans, but also to equity 
investments by the life insurance companies. It is not possible 
that the companies should purchase and hold equities without exer- 
cising some control. By the very act of purchase of an equity 
they give support to a business and its management. If they sell 
an equity they cast a vote of no-confidence in a business and its 
management and make difficult the acquisition of new capital for 
the business. The critics of the exercise of power by the insur- 
ance companies through the ownership of stock need to distin- 
guish between that which is socially undesirable and that which 
is not. 


I suggest that this control should be considered socially unde- 
sirable only if it may result in monopoly. Limitation on control 
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which would protect the public interest, but at the same time not 
deprive the companies of necessary powers, could be provided by 
several means. A company could be restricted as to the percen- 
tage of the stock of a single business enterprise which it could 
hold. Companies could be prevented under the antitrust laws 
from collaborating to synchronize the operations of business enter- 
prises in such a manner as to create monopoly. 


The proportion of a business firm’s stock which a life insurance 
company may hold should be larger the smaller the business enter- 
prise concerned. This is necessary, not primarily in the in- 
terest of the companies, but in the interest of the small business 
enterprises. A small percentage of the stock of a big enterprise 
will be a big block of stock. But in order for an insurance com- 
pany to own a sufficiently large block of the stock of a smal! enter- 
prise to make worthwhile the costs of investigation and super- 
vision, it would be necessary that it hold sizable percentages of the 
stock of small corporations. I would suggest that an insurance 
company be permitted to hold not more than 1 or 2 per cent 
of the stock of our very largest corporations, that this percentage 
be larger for each succeeding corporation size group, but not a 
majority of the stock of even the very smallest business enter- 
prises. Broadly speaking, an insurance company would be per- 
mitted to hold only a small percentage of the stock of corporations 
which could make public issues while they would be permitted to 
hold a large percentage of stock of business enterprise which 
could not efficiently issue their stock publicly. 


Only if smaller businesses can sell their stock in one or a few 
large blocks can they hope to get access in substantial volume to 
the equity investment funds of the insurance companies. We have 
noted that one possibility is for an insurance company to be per- 
mitted to acquire a large block and therefore a substantial portion 
of the stock of smaller corporations. An alternative and certainly 
necessarily supplementary measure would be for insurance com- 
panies to acquire the stock of investment companies, which would 
in turn acquire the stock of the relatively small business enter- 
prises. This might help to obviate objections to direct control of 
business enterprises by the insurance companies. I would per- 
sonally, however, prefer that the insurance companies invest di- 
rectly wherever possible, since lines of authority will be clearer 
and the presence or absence of monopoly more easily ascertained. 
But for the smaller insurance companies to invest in equities of 
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the smaller businesses, investment companies will certainly be 
necessary. The small companies could not get adequate diversifi- 
cation from buying large proportions of the equities of even small 
business enterprises. If the small life insurance companies are to 
provide equity money for small businesses, yet achieve diversifi- 
cation, they must supply only a small amount to a single enter- 
prise. But if the businesses are to sell their equities they must do 
so in large blocks. The means whereby these two needs can be 
reconciled is a new type of investment company. 


An alternative to the use of the investment company would be 
for the small insurance companies to acquire only the equities of 
the large corporations. The equities of the small business enter- 
prises would be held only by the large insurance companies. This 
would be a much simpler and more straightforward solution than 
the creation of investment companies. In practice, some combina- 
tion of the two approaches might develop. 


If the investment company device were used it would be a type 
of company which scarcely exists today. Most existing companies 
now invest almost entirely in publicly issued equities. The pro- 
posed companies would acquire the securities of enterprises which 
cannot efficiently market their equities publicly. A few existing 
companies are experimentally financing small businesses. A great 
growth in this field would be necessary. Financing would be done 
not only for new inventions and new processes, but for any under- 
taking the profit prospects of which were deemed favorable. 


Since there is so much fear of the control which insurance 
companies might exercise over economic enterprise, question may 
be raised as to whether they should be allowed to vote the stock 
which they hold in business enterprises or investment companies, 
and whether the investment companies should be allowed to vote 
the stock which they hold. My own conclusion is that impediments 
should not be placed on the voting of any stock which may be 
held, but that stock holdings should not be permitted where they 
may result in the exercise of monopoly power. So long as the 
insurance companies and others did not collaborate to exercise 
monopoly power, general good rather than harm might result from 
their exercise of voting power. Operation of business with a view 
of maximizing profits for owners might be facilitated. If any 
limitation on voting power were obviated by the power of stock- 
holders to buy and sell their shares it would be futile. If it were 
not obviated, the insurance companies would not buy equities. 
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Either the insurance companies would not buy equities or they 
would exercise substantial economic power and control. Either 
they should not be permitted to hold equities or they should be 
permitted to exercise the voting powers connected therewith. Pro- 
hibitions should be only on the creation of monopoly conditions. 


If the life insurance companies should invest extensively in 
equities, they will have to look upon these commitments as more or 
less permanent. They cannot expect to be selling out when the 
prices of equities are high and buying back when they are low. 
Quite apart from the question of whether they can tell whether 
prices are high or low at any particular time, the institutional 
holders would have to hold their stocks indefinitely because of the 
lack of buyers if they tried to make sales in great blocks. A com- 
pany which considered certain of its stock holdings overvalued 
might undertake sales. But the effect would be primarily one of 
correcting price discrepancies rather than of the company being 
able to sell much of its holdings. Companies will have to look for 
income to the productivity of the enterprises in which equities are 
held, not to profits from trading in securities. 


This futility of trading profits must be evident to the large 
companies. But some of the smaller companies may feel that they 
can buy and sell without influencing the market, and will be 
tempted to make speculative profits a major objective of their 
operations. Following such objectives would seem likely to have 
disastrous results for many companies. It may therefore be neces- 
sary for the rules of law and government supervision to limit 
speculation. This could be done in part by limiting the gross 
amount of equities which might be acquired in a year. Or com- 
panies might be required not to dispose of equities for at least a 
year after date of acquisition. Speculation might be further limit- 
ed by requiring that all or a considerable portion of trading 
profits should be allocated to valuation reserves. This practice 
would not only help to reduce the search for trading profits as an 
operating motive, but would be a necessary part of an acceptable 
system for valuation. If trading profits are not placed in valua- 
tion reserves, companies can in effect write up securities on their 
books by selling those which have gone up in market price and re- 
placing them by buying similar securities. If the companies are 
not required to write down the book value of their assets when 
they go down in market price, they can scarcely be permitted to 
write them up in value when they go up in market price. 
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Equities are in some ways better adapted to the needs of life 
insurance companies than to the needs of individuals. The indi- 
vidual is able to achieve a less complete diversification of risk. The 
individual is likely to need to dispose of his equities at a time when 
the market is particularly depressed. The insurance company can 
hold its equities indefinitely, and is not subject to the hazardous 
vagaries of the market. 


While there are objections to equity investment which must be 
taken seriously, many objections are seen not to have much valid- 
ity when it is recognized that institutional and personal invest- 
ments are not strictly analogous. The principles of investment 
which have been developed for the atomistic individual need to be 
revised greatly for the immortal institution. 


The net addition to the funds of the life insurance companies 
now amounts to about three and a half billion dollars per year. If 
a billion dollars of these funds were to flow into common stocks, 
there would be an enormous increase in the flow of outside equity 
funds into business enterprise. But it would not in the early years 
result in a very large portion of insurance company assets con- 
sisting of stocks. If company assets increased from 05 billion 
dollars to 90 billion in 10 years, while 10 billion of stock was ac- 
quired, even at the end of the period stocks would be only 11 per 
cent of total assets. The same calculations apply to housing. The 
insurance companies are now commonly permitted to invest as 
much as 10 per cent of their assets in housing. If they were to 
invest a billion dollars per year in housing it would be nine years 
before the quota would be filled, even if the rate at which insur- 
ance companies acquire funds does not increase. 


Some such order of magnitude of operations as this is suggeste? 
as what is needed for life insurance company equity investments 
to play their needed role in the economic system. 


It has been argued that giving the life insurance companies 
additional powers to acquire equities would be futile, since the 
companies which now have such powers do not use them to the 
full. It seems worth while to consider why present powers are not 
used. Liquidity may be a factor. The valuation situation is cer- 
tainly a major deterrent. If these factors were altered along lines 
which I have outlined, the companies would be much more willing 
to use the powers granted to them. The companies having the 
power are also somewhat deterred by the fact that some of the 
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largest companies do not have the power. If all companies were 
permitted to invest in equities there would be a greater tendency 
to use the power on the part of those now permitted to make such 
investments. Companies organized in states which permit in- 
vestment in common stocks are frequently loath to use the powers 
to the full, since they desire to do business in states which prohibit 
such investments. 


In summary, the extreme limitations on investment of life in- 
surance funds in equities are no longer necessary or desirable. 
The manner of investment of life insurance funds is a matter of 
significance for the economic system as a whole. Any govern- 
ment controls should recognize this general interest. 


CAN INDIVIDUAL INVESTORS BE INDUCED TO FURNISH 
MORE EQUITY CAPITAL? 


LEWIS A. FROMAN 
Russell Sage College 


May I begin by reviewing a situation of which I am sure you 
are aware, but which is so basic to my remarks concerning the 
subject at hand that it must be quite clear. The situation to which 
I refer is the relative decline in the total amount of income going 
to the higher income receivers. In 1929, for example, 34 per cent 
of all income went to individuals receiving more than $5,000 a 
year. In 1948, although some 40 per cent of total income went to 
this over $5,000 income-receiving class, when the change in the 
price level is taken into account, it would probably be fair to con- 
clude that a relatively smaller proportion of total income was go- 
ing to the top income receivers in 1948 than in 1929.1 In fact, 
the $5,000 income of 1948 would equate in purchasing power to 
some $3,000 of income in 1929, and in 1929 nearly 50 per cent of 
the income went to those receiving $3,000 or more. Total national 
income, of course, was more than twice as high (in dollars) in 
1948 as in 1929. 


The pertinence of this to what I am attempting to bring out is 
that if we are to look to individual investors to furnish equity 
capital or to make investments of any type, we should first take 
cognizance of the potential investment strength of individuals. 
Whether or not individuals earning less than $5,000, or some such 
figure, at the present time should be considered as potential in- 
vestors in equity securities, I am not interested in debating. We 
do know that there is certainly a level below which we cannot ex- 
pect individual income receivers to have anything left for invest- 
ment or saving after meeting their current living expenses. The 
saving figures for various income groups give us some information 
on this point, and we know that the great bulk of individual saving 
comes from those who receive more than $5,000 a year. What- 
ever may be the income level below which we cannot expect any 
investment funds it is, of course, considerably higher now than 
during the 1930’s, which is the reason for stating earlier that the 
$5,000 income figure at present should compare with something 
1 All figures on individual incomes for recent years are taken from studies of 

the Board of Governor’s Survey of Consumer Finances as reported in the 
Federal Reserve Bulletin. Earlier figures are taken from Leven and others, 
America’s Capacity to Consume (Brookings Institution). It seems unlikely 


that any difference in method would negate the general trend which is be- 
ing emphasized here. 
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like a $3,000 income figure twenty years ago. If, therefore, the 
$3,000 income group stood in something like the same purchasing 
power position in 1929 as the $5,000 income group in 1948, then 
the figures to be kept in mind are that 50 per cent of the income 
receivers were above this level in 1929, but only 40 per cent of the 
income receivers were above it in 1948. 


A second factor to be taken into account is that it takes a larger 
number of people at the high income levels to account for the 
same percentage of total national income today than has been the 
case in the past. For example, 15 per cent of the top income re- 
ceivers in 1948 received only a little more than the same percen- 
tage of the total national income as 4 per cent of the top income 
receivers in 1929. This fact means that since there are more indi- 
viduals involved, their aggregate expenses and taxes will be 
greater. This will siphon off a higher proportion of the total in- 
come going to the group so that less remains for saving or in- 
vestment. 


A third factor, which makes the point that I am emphasizing 
here all the more important, is that differences in tax rates notice- 
ably affect the percentage of the income which may be available 
for savings or investments for the middle and high income groups. 
The higher income tax rate at the present time as compared with 
the rate of the 1920’s, for example, leaves much less from a cur- 
rent income than was the case for the earlier period, not to men- 
tion the lower purchasing power of the remaining income. 


As I said at the outset, there is nothing startling in this review, 
which merely states that there are fewer high individual incomes, 
taking changes in purchasing power and tax rates into account, 
than there were during earlier periods when individual investors 
were furnishing more equity capital than they are today.2 Our 
first point is, therefore, that there is less potential equity capital 
to be had from the current incomes of individuals than was true 


2 The Board of Governors of the Federal Reserve System in one of its re- 
cent surveys of consumer finances estimates that there are only about seven 
million individuals who hold corporate securities (“1949 Survey of Con- 
sumer Finances,” Part VI, Federal Reserve Bulletin, October, 1949). This 
is a somewhat lower figure than we have been using with —_ to the 
number of different individuals holding corporate securities. he survey 
makes no statement with respect to whether or not this is a lower or higher 
figure than for previous years. Unless the previous estimates have n 
inaccurate or unless this more recent figure cannot be trusted, we would be 
led to conclude that the number of individuals holding corporate securities 

is not keeping up with the increase which is taking place in our population 

and is perhaps even contracting in absolute numbers. 
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of earlier periods. We know, of course, that the potential volume 
of investment funds is not the only determinant of the volume of 
investments at any given time, but it certainly sets a maximum. 
We probably could not explain the low volume of equity capital 
coming from individual investors today solely on the basis of the 
facts to which I have alluded, but nevertheless they are factors 
which must be taken into account. 


Thus far we have spoken only of the ability of individuals to 
furnish equity capital. We turn now to a consideration of their 
willingness and desire in this direction. This is exactly the same 
type of analysis we make in considering effective demand, that is, 
we know that the final outcome is a combination of both the ability 
and the willingness of the individual to buy. It will be recog- 
nized at once that unlike what has been said thus far by way of 
facts and figures, any discussion of the willingness of the indi- 
vidual to invest in equity securities must be in the realm of 
impression and opinion. Even though reliance must be placed 
upon such considerations, it cannot be avoided if we are to answer 
the question of whether or not the individual investor can be in- 
duced to furnish more equity capital. I point to the subjective 
nature of this part of the analysis in order that it will be perfectly 
clear that there is ample room for disagreement with what I shall 
say. 


For those who have the ability to invest, what is going to be 
their inclination to buy securities in the future as compared with 
their inclination in this respect in the past? Since we start with 
the assumption that they have the means to invest, for there is no 
reason to consider further the group which does not have the abil- 
ity to invest, the most important consideration is the attractive- 
ness of this type of investment as compared with alternate types 
of investment or no investment at all. We shall lump the alternate 
types of investments in one general grouping, although that will 


3 No less a person than Professor Sumner H. Slichter has recently said, 
“An enormous source of new capital is open to corporataions in the savings 
of persons with small or moderate incomes and these savings could, if cor- 
porations offered inducement, be substantially increased” Sumner H. Slichter, 
(“How Big in 1980?” Atlantic Monthly, November, 1949). Professor Slich- 
ter makes this statement in face of an earlier declaration that during the 
prewar years (1933-41) and the postwar years (1946-48), individual in- 
vestments in corporate securities amounted to only about 2 per cent of the 
total investments which these individuals made. He does not set forth a 
method by which these small and moderate income groups could be induced to 
make substantial investments in corporate securities. My own view runs 
counter to that of Professor Slichter’s, as will become more evident as this 

discussion proceeds. 
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not be an entirely accurate method of handling the problem. We 
shall refer to this alternate investment possibility as fixed-income 
types of investment, and of course we have in mind primarily 
bonds and mortgages. We know that, compared with, the decade 
of the 1920’s, the last two decades have witnessed a tremendous 
growth in the popularity of fixed-income investments and a de- 
clining popularity of equity securities. 


What are the important considerations which are likely to ac- 
celerate, continue, or reverse this trend in the future? First and 
foremost is the belief on the part of the potential investor as to 
his chances of return in the future on these two types of invest- 
ment, taking into account the differences in risk of principal. It is 
important to emphasize the investor’s beliefs in this matter, be- 
cause even though he may be wrong, his beliefs will still be the 
determinant of his own choice. Let us consider first the in- 
vestor’s attitude toward possible changes in the principal sum. of 
his investment. 


The failure of the prices of equity securities to respond to the 
increased earnings of business for the war and the postwar periods 
has done a great deal to discourage investors from purchasing 
equity securities. During the 1920’s, for example, when invest- 
ments of this type were so popular, the greatest attraction was the 
possibility of appreciation in the principal sum of the investment. 
With the large increase in dollar earnings which has taken place 
during the 1940’s, there has been nothing approaching a corres- 
ponding increase in the prices of equity securities. It seems fair 
to conclude, therefore, that investors are not anticipating large 
gains taking place in the principal sums of their investment in 
equity securities in the future. The very fact that they are not 
anticipating increases in equity security prices contributes, of 
course, to the fact that the prices of those securities do not in- 
crease. Thus we have a sort of circular stalemate, which so far at 
least has not been broken and, since it has been true for about ten 
years, there seems to be no good reason for anticipating that it is 
likely to be broken in the near future. On the point, then, of the 
attractiveness of equity securities so far as appreciation of prin- 
cipal is concerned, we have a negative factor in my opinion in the 
probability of individual investors purchasing them in larger quan- 
tities in the future. 


We turn now to the second consideration in the attractiveness 
of equity securities — the possibility of a much larger return from 
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them as compared with the return from fixed-income securities. 
First, let us consider several very general factors, beginning with 
the current feeling that earnings of corporations may be too high. 
Here again we are not concerned with whether or not this is a 
justifiable claim; we are only concerned with what the most com- 
monly held point of view is, and the effect of this point of view 
upon the ability of corporations to continue their present level of 
earnings or increase them in the future. In terms of the general 
public, there is little question but that the prevailing point of view 
is that corporation profits are too high at the present time. This is 
further buttressed by an apparent point of view in high govern- 
ment circles that earnings are too high. I can see no probability 
of a reversal of this prevailing point of view in the future; in 
fact, my opinion is that it will grow in strength. 


The efforts on the part of the government to furnish equity 
capital to business enterprise have not been very significant in 
volume, but they have exerted a tremendous influence upon the 
attitude of prospective investors. The government through its 
various agencies, of course, has not furnished equity capital in the 
strict sense in which we use the term, but the loans made by such 
agencies as the Reconstruction Finance Corporation and the Fed- 
eral Reserve Banks have served the same general purpose in most 
instances as equity capital. Here again the future would seem to 
me to hold an expansion of this type of activity rather than a con- 
traction or merely a continuance of the present role. For ex- 
ample, about a year ago at this time a great deal was being said 
(and the administration had stated it as its official position) con- 
cerning the necessity for the government to furnish either equity 
capital or to provide directly for additional steel capacities. This 
issue lost its timeliness as production of steel caught up with the 
demand. However, it was indicative of what we may expect 
whenever bottlenecks develop in any basic industry regardless of 
how temporary the shortage may appear to the seasoned analyst. 


Both of these factors, the feeling that current earnings may be 
too high and the increased acceptance of the role of government in 
supplying capital, mitigate against the attractiveness of equity 
securities and especially the prospects of greater and greater re- 
turns upon them. Although the prospects for enlarging and per- 
haps even maintaining the present return on equity securities are 
obscured by these factors, the present return on equity securities 
would seem to offer the only basis for optimism in the attractive- 
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ness of equity securities to individual investors. Current adver- 
tising is spotlighting this feature of equity securities by empha- 
sizing their 6-8 per cent return. This may be little inducement 
to the investor who is holding 2 per cent to 4 per cent fixed-in- 
come securities, as long as he feels the 6-8 per cent return on 
equity securities is temporary. But if equity securities, at least 
many of them, continue to yield 6-8 per cent year after year, the 
feeling that such a condition is temporary is bound to subside. All 
of this assumes of course that there will be equity securities that 
will continue to yield 6 per cent to 8 per cent, and I feel that this 
is not a wholly unrealistic assumption. The difference between 
the 2-4 per cent on fixed-income securities and the 6-8 per cent 
on equity securities is very great when considered in terms of 
what it will do for the investor who has relatively large sums to 
invest and who is dependent upon the income therefrom for his 
livelihood. 


There is another consideration which is perhaps even less 
capable of definite summarization than some of those just men- 
tioned, but which I feel plays, and will continue to play, a very 
important part in determining the attitude and hence the action 
of the investor toward the purchase of equity securities. I have 
in mind the transformation which is taking place in the basic 
organization of our economic system which some observers have 
referred to as the development of “a laboristic society.” I agree 
with those who feel that we are fast approaching a time when the 
opinions and policies of organized worker groups will be the most 
dominant features of our economic organization. Again we are 
not concerned here with whether this is a desirable transforma- 
tion, but with the effect upon the attitude toward, and hence the 
willingness of the potential investor to purchase, equity securities. 
I feel that it is producing a very significant effect. In so far as a 
feeling of this type merely brings forth derogatory comments from 
the potential investor, we would be less likely to give it weight, 
but in so far as it is a factor causing investors to hold their funds 
in as liquid a form as possible or to place them in types of invest- 
ment where the principal sum seems wholly secure, then it is very 
important to the question at hand. Individual) illustrations which 
come within our own experience may tend to warp our judgment 
in evaluating a factor of this type, but I feel there is sufficiently 
widespread evidence that potential investors feel that contro] over 
their investments is rapidly passing into other hands (and to them, 
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into less capable hands), so that this factor should be listed as 
more than just the attitude of a few individuals. 


The discussion thus far has been in terms of what I think the 
role of the individual investor will be in supplying equity capital 
to business enterprise in the future, and it is reasonable to con- 
clude that I am not particularly optimistic about a change taking 
place in the considerations which have caused the individual in- 
vestor to play a lesser role in the furnishing of equity capital dur- 
ing the past two decades. The one ray of hope springs from the 
much higher return which is likely to continue to come from 
equity securities as compared with alternate types of investment. 
As a final consideration, we might change the emphasis to a more 
literal consideration of whether or not the individual investor 
could be induced to furnish more equity capital. I am clear in my 
own mind that he could be induced to do so, but that he is not 
likely to witness a reversal in the pressures which have brought 
about the present situation, and hence that he will not play the 
role which he is capable of playing. This is not to say that such 
an outcome must result; it is only to say that I think such an out- 
come will result. By way of constructive comment, what are some 
of the things that could be done in order that the individual in- 
vestor would again be the dominant source of equity capital? 


First and foremost would be to bring to everyone the realization 
of the function of private investment. Only in selected instances 
do we find any discussion among the general public of the ques- 
tion of just how much investment (both new and replacement) 
should be going into industry each year. We are placing great 
emphasis upon total national income and full employment, but are 
not relating these to the necessity for an expanding volume of in- 
vestment. The availability of investment funds seems to have been 
something that has been more or less taken for granted, or per- 
haps the attitude may be that when and if any scarcity exists it 
can be easily overcome by government policy. Some progress has 
been made in acquainting the public with the fundamental propo- 
sition that the high level of industrial productivity of the country 
is the result of our high per capita use of capital equipment. This 
type of analysis, however, calls for a consideration of long-run 
factors. The transference of savings into capital equipment is not 
something which is easily comprehended by the average person 
who has some reservations concerning matters involving long-run 
reasoning anyway. Furthermore, this type of analysis tends to be 
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branded as a “management” point of view. This in itself is one 
strike against it in gaining acceptance among the great body of 
people who do not fully appreciate the function of management, 
and who feel that management tends to act only in the furtherance 
of its own selfish interest. It seems unfortunate, but none the less 
true, that in many cases the more owner groups attempt to pre- 
sent their point of view, the more convinced some groups of peo- 
ple become that such a point of view is contrary to the best in- 
terests of the people at large. 


A second important factor in regaining for the individual his 
former role in supplying equity capital is the necessity for en- 
couraging investors to save more. This not only makes him a 
potentially greater source of capital, but it is likely to make him 
more inclined to purchase equity securities. The information I 
have examined is not too conclusive on the point as to whether we 
are saving relatively more or less than in previous periods. I say 
“relatively” because, although our volume of savings is greater, it 
would seem to represent a smaller proportion of our total income. 
This is a first prerequisite to all investment, and in addition, it is 
a very worthwhile objective from the point of view of the indi- 
vidual. But again, all signs at the present time seem to be point- 
ing in the opposite direction. Provisions being made for the an- 
nounced purpose of providing a greater degree of economic secur- 
ity through such means as pensions, unemployment insurance, and 
medical care are tending to deemphasize the need for the indi- 
vidual to set aside savings in order to provide for his own future 
security. The incentive to save, therefore, would seem to be less 
and less as time goes by. Over a long period of time this is likely 
to prove to be a very serious deterrent to individual investments 
of any kind. 


I would like to mention one movement which I do not believe 
holds very much promise in the solution of encouraging private 
investors to purchase more equity securities; this is the movement 
among brokerage houses and others to advertise the attractiveness 
of equity securities. This is not to say that there are no merchan- 
dising aspects in the selling of equity securities but it may take a 
long time, if indeed it can ever be accomplished, to convince cer- 
tain groups that equity securities or any type of investment in 
business are appropriate as investments. We might go a step 
further and add that there are certain groups of individuals who 
probably should not purchase equity securities with their savings. 











200 THE JOURNAL OF FINANCE 


General advertising media, therefore, are not likely to be effective 
in convincing the higher income groups that they should purchase 
equity securities, and we probably would not want them to be 
effective with the individuals who are able to effect only small 
savings. 


Some may be disappointed that I have not devoted considerable 
space to the possibilities of such forces as mutual investors’ funds 
in bringing forth greater amounts of capital from the individual 
investor. I believe they are likely to grow in popularity and use, 
but not to the point where in themselves they represent significant 
portions of the total equity capital furnished to business; in other 
words, they may be very significant to the individual investors 
who use them, but in terms of solving the problem of caring for 
the total equity capital requirements of business, I do not believe 
that they will be very significant. 


It is my belief, therefore, that the individual investor will not 
play the role he is capable of playing or the role that it would be 
desirable for him to play in furnishing equity capital to the busi- 
nesses of this country. This is a situation I regret, but one which 
seems to me to be so very definite in prospect. The individual 
investor could be encouraged to furnish more equity capital, but 
the only really effective encouragements would go to such basic 
matters as a complete understanding of the function of private 
investment and the need and desirability of more saving, and not 
to such more or less incidental and short-run considerations as the 
more effective merchandising of equity securities. Although I am 
pessimistic about our accomplishing very much along these more 
fundamental lines, that may be all the more reason why we should 
work hard at them. 
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INDIVIDUAL INVESTMENT POLICY 
AND THE NEW ECONOMICS 


PAUL F. WENDT 
University of California (Berkeley) 


Investment is an art! This is not to say that the “system” boys 
are not constantly at work. Implicit in all plans to convert the 
art of investment to a science, however, are assumptions concern- 
ing the future. The “Dow” theorist assumes that informed groups 
are able to foresee trends and that changes in direction of move- 
ment will foretell future market action. Followers of formula 
plans assume that future movements of security prices will follow 
a pattern similar to the past and that the prices of the securities 
purchased will keep pace with some arbitrarily selected average. 
The use of investment timing indexes assumes that statistical indi- 
cators which have been reliable in the past will continue to be so. 
None of these plans, of course, solves the intricate problem of the 
selection of securities for investment. 


Over recent decades increasing emphasis has been given to the 
fact that investment policy must be changed over time to fit the 
evolving pattern of social, economic, and political forces. Describ- 
ing the problems of the investor in meeting these changing forces, 
Professor Morrison commented as follows in an able survey of 
trends in investment policies of individuals, presented before the 
American Finance Association in Cleveland in December, 1948.1 


“The astute investor today knows the strengths and weaknesses 
of all these panaceas, and he is using the best in each to meet the 
threats of inflation and deflation, war and peace, communism and 
socialization.” 


The emergence of the government as a senior partner with busi- 
ness in directing the economy has greatly impaired the usefulness 
of the historical, cyclical approach to investment problems and 
forced the investor to explore new economic horizons or humbly 
to turn over his problems to an investment trust. Adding to the 
investor’s confusion is his gradual realization that even those at 
the highest levels of government economic policy have no clearly 
established and consistent set of objectives of the levels or com- 


1 Paul L. Morrison, “Trends in Investment Policies of Individuals,” The 
Journal of Finance, IV, (June, 1949), 174. 
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ponents of total national output desirable for achieving goals of 
maximum employment and output.2 


I am undertaking in this paper a problem of threefold difficulty: 
first, to describe principles of individual investment policy which 
are widely accepted; second, to predict the pattern and effects of 
government economic intervention; and third, to suggest changes 
in individual investment policy which seem warranted in view of 
the future economic predictions. 


The establishment of an investment policy for an individual 
requires that two questions be answered: (1). What securities 
shall be purchased? (2.) When shall purchases and sales be made? 


A critical examination by the author of the investment policies 
followed by customers of a typical New York Stock Exchange 
firm from 1933 to 1938 established that wide variations may be 
expected among investment experiences of different individuals 
and that policies will vary with changes in the income scale and 
over time.’ Portfolio policies today probably vary from the 100 per 
cent bond investor to the advocate of exclusive investment in com- 
mon stock. 


The Board of Governors of the Federal Reserve System reported 
in the 1948 Survey of Consumer Finances that the great majority 
of spending units with incomes of $2,000 or more and at least 
two-thirds of those having incomes of $7,500 or more showed a 
definite preference for assets of the fixed-value type. Only about 
one-tenth of the spending units with incomes over $7,500 indicated 
that they preferred assets of changing value (real estate and com- 
mon stock) or a combination of fixed-value (bonds or bank de- 
posits) and changing-value assets. It may be concluded from the 
Federal Reserve Board surveys of consumer finances for the years 
1946, 1947, and 1948 that the general American public considers 
common stocks unsafe and unfamiliar and a less attractive invest- 
ment than savings bonds, bank deposits, and real estate. 

2 Edwin G. Nourse, Agriculture in a Stabilized Economy (reprint of an ad- 
dress before the American Farm Economic Association Annual Meeting, 
Green Lake, Wisconsin, September 16, 1948). Leon H. Keyserling, “The 


Role of Government in Our Expanding Economy,” (an address at the First 
Annual Florida Business Conference, Gainesville, Florida, October 15, 1948). 


3 Paul F. Wendt, The Classification and Financial Experience of the Custom- 
ers of a Typical New York Stock Exchange Firm From 1988-1938 (Ann 
Arbor, Mich.: Edwards Brothers, 1941). 

# Duncan McC. Holthausen, “1948 Survey of Consumer Finances,” Federal 

Reserve Bulletin (July, 1948). 
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Analysis of individuals’ savings from 1940 to 1948 by the Secur- 
ities and Exchange Commission confirms the conclusion that the 
bulk of individuals’ savings are retained in liquid form or invested 
in bonds. 


When allowance is made for the large proportion of the respond- 
ents to the Federal Reserve surveys who were not familiar with 
common stocks, it seems apparent that common stocks would rank 
more favorably in the investment preferences of informed invest- 
ors. Among this minority group, there has developed a weight of 
opinion in favor of a balanced portfolio of risk and non-risk 
securities, the proportions of each to be determined by the needs 
of the individual and to be varied during the course of the business 
cycle. 


This conclusion is reinforced by reference to the portfolio poli- 
cies of investment trusts most popular with investors. The port- 
folios of leading open-end and management type closed-end invest- 
ment trusts for recent years are summarized below (See Table 1). 


Most investment programs are based upon the assumption that 
cyclical movements in security prices will continue.? Several solu- 
tions are offered to the problem of timing the purchase and sale of 
security portfolios: 


1. Rigorous economic and political analysis 


2. The use of statistical indicators of cyclical turning points, 
frequently identified as “investment timing indexes” 


3. Use of the Dow theory and other chart reading methods for 
identifying a major turning-point shortly after it has occurred 


4. Use of formula plans for changing the proportions of risk 
and non-risk securities with given changes in economic or financial 
indices. 


5 Securities and Exchange Commission, Statistical Release No. 887 (Septem- 
ber 20, 1949). 


6 Ralph E. Badger and Harry G. Guthmann, Investment Principles and Prac- 
tices a York: Prentice Hall, Inc., 1942). George . Dowrie and 
Douglas R. Fuller, Investments (New ‘York: John Wiley and Sons, Inc., 
1941). Floyd F. Burtchett, Investments and Investment Policy (New 
York: Longmans, Green & Co., 1938). David F. Jordan, Jordan on Invest- 
ments (New York: Prentice Hall, Inc., 1941). Merrill Lynch, Pierce, 
Fenner and Beane, How To Invest (New York: Merrill Lynch, Pierce, 
Fenner and Beane, 1948). 


7 Merrill Lynch, Pierce, Fenner and Beane, 2 cit. Laurence H. Sloan, Two 

cyelee of C tion Profits, New York: Harper & Bros., 1936. Cf. L. L. 

Angas, “Orthodox Investment Methods Are Out the Window,” Com- 
Sn and Financial Chronicle, (February 17, 1949), p. 754. 
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Some advocates of investment in common stocks or in special 
situations avoid the problem of timing altogether by recommend- 


TABLE 1 


PERCENTAGE DISTRIBUTION OF INVESTMENT COMPANY ASSETS AS OF 
DECEMBER 31, 1945 AND DECEMBER 31, 1947. 





Open-End Investment* Closed-End Investmentt 
Companies as of Companies as of 
December 31 December 31 
Portfolio 1945 1947 1945 1947 
PerCent PerCent Per Cent 
Net cash and 
government UN hk Se 9 11 9 N.A 
Special situations .................... Excluded Excluded 12 N.A. 
Bonds _.......... Eee 6 6 2 N.A. 
IES 11 7 7 N.A. 
i See 14 16 82 N.A. 


Source: Arthur Wiesenberger and Company, Investment Companies, 1946 and 1948 editions 
(New York: Arthur Wiesenberger and Company), 


Simple unweighted arithmetic averages of percentage division of portfolios of 43 open-end 
investment companies with net assets of approximately $1.3 billion for 1945 and of 39 open- 


pt companies with net assets of approximately $2 billion for 1947. Specialty funds were 


t Simple unweighted arithmetic averages of percentage division of portfolios of 37 closed- 
end investment companies with average net assets in 1945 of approximately $1 billion. 
Corresponding averages for 30 closed-end companies with average net assets in 1947 of 
approximately $1 billion were not calculated by the publisher. The percentages common 
stocks held as of December 31, 1947, varied from 9 per cent to 94 per cent. An arithmetic 
average for the year 1947 would have little significance. 


ing that issues be held undisturbed through the fluctuations of the 
cycle. 


Although the numbers of investors subscribing to these various 
timing theories is not known, it is probably true that the popu- 
larity of various mechanical methods of forecasting has increased 
in recent years.8 


This brief review of current investment policies has emphasized 
the heterogeneity of individual solutions to the problem of what 
and when to buy and sell. Out of this welter of theories there 
appears to be a substantial area of common agreement, which can 
be summarized as follows: 


1. The general public has an established preference for holding 
funds in the form of government bonds or bank deposits. 


8 Marshall D. Ketchum, “Investment Management through Formula Timing 
Plans,” Journal of Business, XX, (July 1, 1947), 156-69. C. Sidney Cottle, 
“Factors to be Considered in Appraising Formula Plans,” Southern Economic 
Journal, Vol. XVI, No. 1 (July, 1949). William W. Craig, “Logical Methods 
in Common Stock Investing,” The Exchange (May, 1949); “Tested Ways To 

Manage Capital in Common Stock Investing,” The Exchange (June, 1949). 
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2. The typical individual investor with knowledge of securities 
probably maintains a balanced portfolio of risk and non-risk issues, 
the proportions of each varying with the individual circumstances 
of the individual. 


3. This investor typically assumes that cyclical fluctuations in 
securities will continue and operates on the principle that the pro- 
portions of risk to non-risk securities should be altered over the 
cycle. 


4. There is a growing realization among investors that the 
selection of industries and companies is a consideration of major 
importance in achieving goals of stability of income or growth 
of principal. 


What changes in these principles are dictated by political and 
economic trends in this country as they are influenced by the new 
philosophy of government intervention? 


The economic role of the government has been greatly magni- 
fied by two recent events, the depression of the 1930’s and World 
War II. Today the government is the most important single factor 
influencing the economy as it alters the direction and magnitude 
of its expenditures and exercises powers of regulation and control. 


The core of the philosophy of government intervention—the 
acceptance by the federal government of the responsibility for 
maintaining maximum employment, production, and purchasing 
power—was reflected in the passing of the Employment Act of 
1946.9 President Truman, when he signed the measure on February 
20, 1946 stated: 


“The Employment Act of 1946 is not the end of the road, but 
rather the beginning. It is a commitment by the government to 
the people — a commitment to take any and all of the measures 
necessary for a healthy economy, one that provides opportunities 
for those able, willing, and seeking to work. We shall try to honor 
that commitment.” 


Demonstration that this bill was considered by congressional 
leaders as more than a glittering promise was given on July 15, 
1949, when Senator Murray of Montana, introduced on behalf of 
himself and seventeen other senators, the Economic Expansion Act 


® Midyear Economic Report of the President to the Congress, July 11, 1949 
(Washington, D. C.: U. S. Government Printing Office, 1949), p. 5. 
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of 1949 (S. 281), to provide specific measures in furtherance of 
the national policy established in the Employment Act of 1946. 


The probable course of future economic and political events is 
of course a matter of personal judgment. Although some may 
expect an abrupt reversal in the expansion of government eco- 
nomic influence, recent events have shown that the policy of gov- 
ernment intervention has received support from wide extremes of 
political philosophy.1° The vigor of policies of government inter- 
vention will most certainly ebb and flow with changes in political 
control. 


Assuming that the broad principles of government intervention 
will be accepted by both political parties over the next decade, 
what will be the structure and mechanism of government inter- 
vention? 


It would appear obvious that policy instruments long used by 
the federal government will provide the bulwark of controls.1! 
It is important for the investor, therefore, to appraise probable 
future government policy affecting such major factors as interest 
rates, government expenditures, prices and wages, and taxation. 


The government is committed to a policy of maintaining stable, 
low interest rates and a high degree of availability of credit for 
business investment. This objective satisfies the needs of an ex- 
panding economy and the government’s need for low interest rates 
to finance continuous refunding operations. The avowed objective 
of stable, low interest rates cannot be achieved without partly sur- 
rendering existing central bank control and forcing greater reli- 
ance upon other fiscal controls.12 The chairman of the Board of 


10 Robert R. Nathan Associates, Inc., A National Economic Policy for 1949, 
analysis prepared for the Congress of Industrial Organizations, July, 1949, 
Washington, D. C. C.E.D. Research Staff, Jobs and Markets, How To 
Prevent Inflation and Depression in the Transition, (McGraw-Hill, New 
York, 1946). U. S. Senate Committee on Banking and Currency, Housing 
Act of 1949, Report No. 84 to accompany S. 1070. (Washington, D. C.: 
1949). Time, September 12, 1949, Vol. LIV, No. 11. Quotation of Charles 
E. Sa president of the General Electric Company, LIV (September 12, 
1949), 90. 


11 Keyserling, op. cit., p. 6. 


12 J. Brooke Willis, “The Case against the Maintenance of the Wartime Pat- 
tern of Yields on Government Securities,” American Economic Review, 
Vol. XXXVII, No. 2 (May, 1947), Papers and Proceedings of the fifty- 
ninth annual meeting of the American Economic Association, January 23- 
26, 1947. Lester V. Chandler, “Federal Reserve Policy and the Federal 
Debt,” American Economic Review, Vol. XXXIX, No. 2, (March, 1949). 
Allan Sproul, “Monetary Management and Credit Control,” American Eco- 
nomic Review, Vol. XXXVII, No. 3 (June, 1947). 
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Governors of the Federal Reserve System, although recognizing 
the need for additional fiscal powers, expressed the resolution of 
Treasury and Federal Reserve authorities to maintain stability 
in long-term interest rates on government securities in a statement 
before the Senate Banking and Currency Committee on May 11, 
1949.13 


Both long- and short-term interest rates concluded an extended 
decline in 1946 at all-time historical lows. Changes in rates since 
that time have primarily reflected the exercise of Federal Reserve 
and Treasury powers in turn to control inflationary tendencies in 
1947-48 and later to relax credit restraints in 1949 with the pass- 
ing of the current inflationary crest. There is small likelihood of 
a further long-term decline in interest rates, with prospects for 
stability in long-term rates within the ranges established in 1947- 
48. The fulfilment of this objective and that of inflation control 
will probably require additional Federal Reserve powers over bank 
reserves and/or government security portfolios. 


With respect to government expenditures from January to June, 
1949, the federal government made cash payments to the public 
at the rate of $42.5 billion a year. For the fiscal year ended June 
30, 1950, the President has recommended cash expenditures of 
more than $46.0 billion. Control over the direction, timing, and 
magnitude of this spending is another policy instrument through 
which the government will seek to accomplish its objectives of 
maximum employment and economic stability. 


There are definite limitations to the use of public expenditure 
policy as a device for controlling inflation and depression.14 There 
is need for greater co-ordination of expenditure policies among 
the various agencies and levels of governmental units charged 
with the formulation of policy on expenditures. Delicate prob- 
lems of timing public expenditures are confounded by political and 
administrative difficulties. Expenditures for defense and foreign 
aid, which bulk largest in total federal expenditures, are determ- 
ined by considerations other than the achievement of economic 
stability. 


As a result of these factors, it is unlikely that public expenditure 
policy will contribute largely to over-all economic stability. It is 


18 Federal Reserve Bulletin, (May, 1949). pp. 474-79. 


14 Paul J. Strayer, “Public Expenditure Policy,” American Economic Review, 
Vol. XXXIX, No. 2, (March, 1949). 
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more significant, however, that implied and express commitments 
for defense and foreign aid, social welfare and resource develop- 
ment furnish strong indication that government expenditures will 
continue at present levels for some years to come.15 Sustained 
high levels of armaments expenditures will have particular effect 
upon selected heavy industries which have been characterized by 
wide cyclical fluctuations in the past. 


The obvious commitment of the government on both political 
and economic grounds to a high wage policy implicitly means a 
commitment to a high price policy.16 This relationship between 
wages and prices provides the constant threat of price inflation 
under a maximum employment policy, unless production is im- 
proving at sufficient speed to control price rises. A price and 
wage policy designed to provide maximum employment must also 
seek stability in prices and wages, since rapid changes in prices 
frequently disrupt forward business commitments.17 The rigidity 
of wage rates resulting from longer periods of contracts and 
wider and stronger bargaining units provides a check against 
downward movements in prices. There are strong political rea- 
sons for expecting that agricultural prices will continue to receive 
government support. A clue to probable price policy is found in 
the Midyear Economic Report of the President to Congress in 
July, 1949: 


“The process of price adjustment to date suggests that further 
price reductions, made promptly to promote volume and not tardily 
in response to falling sales, are essential. Where and how they are 
made is also important. 


“While increasingly active competition has already brought 
about part of the needed adjustment, there are many fields where 
the power to ‘administer’ prices is strong and where the practice 
of price leadership is well-entrenched. It is in these fields that the 
capacity of businessmen to take the long view and to adopt policies 
conducive to fundamental and healthy economic readjustment will 
be put to the test...” 

15 Committee for Economic Development, Tax and Expenditure Policy for 

1949, (May, 1949). 


16 John T. Dunlop, “Wage-Price Relations at High Level Employment,” 
American Economic Review, Vol. XXXVII, No. 2 (May, 1947), Papers 
and Proceedings of the fifty-ninth annual meeting of the American Eco- 
nomic Association. 


17 Robert R. Nathan Associates, Inc., op. cit., p. 28. 
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The prospects are for increased public control over both wages 
and prices. It appears unlikely, however, that either general] price 
controls or broad coercive action to control prices will ensue unless 
an emergency of wartime magnitude occurs.18 The pattern of 
recent antitrust actions and decisions suggests, rather, that in ad- 
ministering selective price controls, the Department of Justice 
will take advantage of the fact that the courts “have at last 
brought oligopolistic industries within reach of successful prose- 
cution under the antitrust laws.19. 


The pattern of recent events also indicates that labor demands 
for increased wages will receive increasing public scrutiny.2° 


Assuming that the government follows the dictates of a maxi- 
mum employment policy, price and wage controls can be expected 
to do little more than modify and equalize among industries the 
pattern of price and wage increases which will probably ensue. 


Strong reliance upon taxation as an instrument of public eco- 
nomic policy is reflected in the recommendations in the Economic 
Report of the President to the Congress during 1948 and 1949.21 
The Committee for Economic Development has voiced strong oppo- 
sition to the use of a flexible tax program for controlling economic 
fluctuations and recommended a stable tax structure. 


. in theory it would be possible to cut taxes in depression 
and raise taxes in inflation and so make a greater contribution to 
stability. But such a policy can only be effective if the timing is 
right. It will contribute to instability, not to stability, if the tax 
rate changes come too soon or too late. The well known unreli- 
ability of economic forecasting, plus the difficulties of getting 
quick action on tax rates, lead us to conclude that such a program 
would be unlikely to contribute to stability . . .”22 


18 “Prices; Wartime Heritage and Some Present Problems, Discussions,” 
American Economic Review, Vol. XXXVII, (May, 1947) No. 2, Papers and 
yee ag of the fifty-ninth annual meeting of the American Economic 

ssociation 


19 William H. Nicholls, ‘“‘The Tobacco Case of 1946, Economic Consequences 
of Recent Anti-trust Decisions,” American Economic Review, Vol. XXXIX, 
No. 3, (May, 1949), Papers and Proceedings of the sixty-first annual meet- 
ing of the American Economic Association. 


20 “Account of the << py Fact-Finding Board.” Time, LIV, (Sep- 
tember 19, 1949), p. 


21 The Economic pti a the President (January, oy p. 48; (July, 
1948), p. 41; (January, 1949), p. 10; (July, 1949), p. 8. 


22 Committee for Economic Development, Tax and Expenditure Policy for 
1949, (May, 1949). 
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A high rate of government expenditures will necessarily require 
a high revenue structure. Those who fear inordinately high cor- 
porate taxes can take comfort in the observation that a high rate 
of business investment is central to the major objective of main- 
taining maximum employment. It is noteworthy that the national 
economic policy recommended by the CIO in 1949 recommended 
“special tax incentives which would help bring about desired 
expansion and modernization.23 It can be expected that greater 
reliance will be placed upon individual income taxes, with lesser 
emphasis upon excise taxes and corporation income taxes.24 The 
conclusion is reached, therefore, that continued high taxes are in 
prospect, that important increases in corporation income taxes 
will not be witnessed, that tax policy will prove to be a relatively 
ineffective instrument for controlling economic fluctuations and 
that decreases in taxes will always be more feasible to accomplish 
politically than increases. Tax policy will add to the inflationary 
bias in the doctrine of the maximum employment economy. 


Political economists view the economic effects of government 
intervention through many-colored glasses. One group views ex- 
panding government economic intervention as a step on the road 
to socialism.25 Although not of one mind, these authors foresee 
price inflation engendered by full employment policy, government 
controls over price and wage levels, rising public debt and taxes, 
and irregularly declining private investment and profits (as a per- 
centage of national income). 


A second group foresees in the new economics the sources of 
new instability in the economic system.2¢ Quantity and timing 
errors in executing government fiscal policies will frequently result 
in severe economic disturbance. High and rising prices and wage 


23 Robert R. Nathan Associates, Inc., op. cit., p. 42. 


2% Richard A. Musgrave, “Federal Tax Reform,” Postwar Economic Studies, 
No. 3, (December, 1945). Harold M. Groves, “Personal Versus Corporate 
Income Taxes,” American Economic Review, Vol. XXXVI, No. 2 (May, 
1946), Papers and Proceedings of the fifty-eighth annual meeting of the 
American Economic Association. Beardsley Ruml, “Tax Policies for Pros- 
perity,” American Economic Review, Vol. XXXVI, No. 2 (May, 1946). 


25 Joseph A. Schumpeter, Capitalism, Socialism and Democracy, (New York: 
Harper & Bros., 1942). F. A. Hayek, The Road to Serfdom (Chicago: 
University of Chicago Press, 1944). David McCord Wright, Democracy and 
Progress, (New York: Macmillan Co., 1948). H. C. Simons, Economic 
Policy for a Free Society, (Chicago: University of Chicago Press, 1940). 


26 Milton Friedman, “A Monetary and Fiscal Framework for Economic Sta- 
bility,” American Economic Review, Vol. XXXVIII, No. 3, (June, 1948). 
Karl R. Bopp, “Federal Reserve Policy,” Postwar Economic Studies, No. 8 

(November, 1947). 
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rates, a rising public debt, high corporate and individual taxes, 
widely fluctuating public and private investment, will replace tra- 
ditional cyclical instability with a new and irregular pattern. Wide 
differences in sales and profits trends among industries will pre- 
vail. 


A third group holds to the more optimistic view that government 
intervention may achieve its objective of high employment and 
economic stability.27 Many of these economists hopefully envisage 
high levels of consumer incomes, more even distribution of incomes, 
large business sales volume, and increased industrial stability. 
Others argue that this stability will be accompanied by a grad- 
ually rising public debt, price and wage level.28 


War and postwar experience provide some historical back- 
ground from which to evaluate these varying points of view. It 
has been demonstrated in recent years that errors of judgment 
in implementation of the policy of intervention may result in 
temporary added instability.29 Needed flexibility in the revenue 
and expenditure policies of the government is still lacking. Review 
of recommendations by the administration and congressional ac- 
tion on tax policy during recent years illustrates the difficulties 
to be met in carrying out an economic policy to provide maximum 
employment. Reductions were made in personal and corporate 
income taxes by Congress during the height of the postwar infla- 
tion. The President, in his Economic Report in January, 1949, 
called for increases in taxes, after the inflationary crest had 
passed and at a time when the Federal Reserve Board was initiat- 
ing expansionary measures. It can be expected that techniques 
will be sharpened over time to cope with these intricate problems 
of timing. 


There is increasing evidence that industry and labor will sup- 
port the government’s full employment policy. The margin of 
difference between the economic programs proposed by the Com- 


*7 Richard A. Musgrave, op. cit. Alvin H. Hansen, “The Postwar Economy,” 
Postwar Economic Problems, edited by Seymour Harris, (New York: 
McGraw-Hill, 1948). Committee for Economic Development, Research 
Staff, Jobs and Markets, (New York: McGraw-Hill, 1946). Albert Gailord 
Hart, Money, Debt and Economic Activity (New York: Prentice Hall, Inc., 
1948). 


*8 Hansen, op. cit. Evsey D. Domar, Public Debt and National Income, Post- 
war Economic Studies, No. 8 (December, 1945). Albert Gailord Hart, op. 
cit., p. 480. 


2 The Economic Report of the President, (January, 1949). Robert R. 
Nathan Associates, Inc., op. cit. Albert G. Hart, op. cit., p. 518. 
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mittee for Economic Development and that proposed by the Con- 
gress of Industrial Organizations is narrow, and industry leaders 
in 1949 commend President Truman’s goal of a 300 billion dollar 
national income.3° 


Many would agree, in view of the postwar experience, that the 
logical alternative to success in the government’s full employment 
policy is nationalization of industry. Because of this alternative, 
there appears to be considerable agreement that the full employ- 
ment policy must be made to work. Chief reliance thus far has 
been upon private investment, although the year 1949 has wit- 
nessed the manner in which public construction may be accelerated 
during periods of declining private investments.31 


The postwar experience also confirms that the principles of com- 
pensatory fiscal policy have much more likelihood of being acted 
upon to combat recessions than to control expansions, thus intro- 
ducing an upward bias in their application and affirming the con- 
clusion that government intervention will be accompanied by a 
rising price and wage level. 


I do not find it difficult to predict that the results of the govern- 
ment’s economic policies will reflect neither the extremely opti- 
mistic or pessimistic viewpoints of economists. Based upon limited 
experience and little tangible evidence, I find these judgments re- 
flected in the “crystal ball’. 


1. Both political parties will accept the responsibilities under 
the Full Employment Act of 1946. 


2. The government will be given additional powers under that 
Act. 


3. Errors in timing and direction will from time to time add to 
instability. 

4. Expanding private investment will be the cornerstone of the 
government’s policy. Industry will co-operate. 


5. There will be increasing public control over wages and prices. 
Ceilings on wages and prices will be avoided unless an emergency 
makes them necessary. Prospects are greater for continuing and 
extending minimum wage levels and price supports. 

30 Committee for Economic Development, Research Staff, Jobs and Markets. 


Robert R. Nathan Associates, Inc., op. cit. Charles E. Wilson, Time, 
op. crt. 


31 “Construction Markets in Mid-1949,” Federal Reserve Bulletin, Vol. 35, 
No. 8 (August, 1949). 
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6. The net effect of the government’s low interest rate policy, 
expected tax policies favorable to business investment and high 
wage and price policy will be favorable to business profits. 


7. The pattern of government expenditures, price and wage 
policies will have a highly selective effect upon various industries. 


The conclusion that the government’s full employment policy 
will be followed with even a moderate degree of success has real 
implication for individual investment policy. Bondholders will 
not be favored by any further long-term decline in interest rates, 
and will be subject to the risks of short-term upward movements 
and the loss of purchasing power with rising price levels. 


The period ahead holds forth stronger promise for the holder 
of variable income securities (common stocks, second-grade bonds 
and preferred stocks). Prospects for economic growth and greater 
economic stability will be reflected in higher business sales, profits, 
and dividends. 


The basic assumption held by most investors that periodic, cycli- 
cal movements in security prices will continue must be altered. 
Historical analogies will afford little guidance in judging the tim- 
ing, duration, and intensity of business fluctuations, since short- 
term government actions will prove relatively unpredictable. The 
efforts of investors to forecast the all-important government eco- 
nomic policies will continuously alter the traditional relationships 
between business trends and stock prices, thus confounding adher- 
ents of investment timing indexes and formula plans with delay- 
ing rules based upon economic indexes. New interpreters and 
interpretations of the Dow theory will blossom forth, while its 
followers are plagued with high commissions and abrupt and fre- 
quent changes in trends. 


Prediction of generally favorable effects upon common stock- 
holders and the negation of the cyclical theory, however, cannot 
obscure the highly selective influence of government expenditure, 
price and wage policies upon various industries and companies. 


It can be expected that industries such as railroads and utilities, 
which operate under controlled prices, will be unfavorably affected 
by a rising price and wage level. 


A substantial portion of high government expenditures will prob- 
ably be directed toward the air transportation and construction 
industries. These industries have been characterized by wide cycli- 
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cal variations in volume of business and earnings for many years. 
Government expenditure policy will have as its objective and prob- 
ably as its result, the ironing out of these extreme fluctuations. 
The effect of this policy will probably vary widely among different 
companies as the emphasis in the armaments program swings 
from atomic energy to aircraft, guided missiles, ships, or ground 
forces. Similar variations in effects may be expected as the peace- 
time public works program swings from highways, waterways, 
and airways to flood control, power, public buildings, and housing. 


Paralleling these new factors in industry selection, the investor 
must develop new standards for appraising risk factors in capital- 
izations. Greater stability in many formerly highly cyclical indus- 
tries will admit companies with leverage capitalizations to invest- 
ment portfolios. 


The prospects for rising price levels with constant dangers of in- 
flation will attract the favorable attention of investors to “inven- 
tory” stocks. Companies operating under conditions of administered 
prices may find government pressure reacting unfavorably upon 
their prices. The investor will probably be well advised, therefore, 
to avoid industries where the threat of government antitrust 
action may be large, and where the effects of such action upon 
profits are clearly unfavorable. 


The thesis of this discussion has been that the prediction of 
government policies will provide the major clue to the course of 
general business in the decade to come. Major commitments to a 
policy of maximum employment have already been made by the 
government. The implications of this policy for the individual 
investor are of great importance. 


Risks in holding bond portfolios through periods of govern- 
ment-engineered economic expansion are great. Higher propor- 
tions of common stocks appear justified based upon the predictions 
ventured. New standards for investment timing and for selection 
of companies for investment are required. 


How should one invest who believes that the author’s predic- 
tions are 100 per cent wrong, and that government economic inter- 
vention will result in price inflation and deterioration of the 
private enterprise economy? Strangely enough, when he examines 
the alternative policies open to him, he must conclude, in my judg- 
ment, that he too will favor common stock investment in the 
decade ahead. 








